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MEDICAL DEBT: CAN BANKRUPTCY REFORM 
FACILITATE A FRESH START? 


THURSDAY, OCTOBER 20, 2009 

U.S. Senate, 

Subcommittee on Administrative 

Oversight and the Courts 
Committee on the Judiciary, 

Washington, DC 

The Committee met, pursuant to notice, at 10:03 a.m.. Room SD- 
226, Dirksen Senate Office Building, Hon. Sheldon Whitehouse, 
Chairman of the Subcommittee, presiding. 

Present: Senators Feingold, Franken and Sessions. 

OPENING STATEMENT OF HON. SHELDON WHITEHOUSE, A U.S. 

SENATOR FROM THE STATE OF RHODE ISLAND 

Chairman Whitehouse. Thank you all very much for being here. 
I want to thank the Ranking Member, Senator Sessions of Ala- 
bama, for being here. I see my colleague from Minnesota, Senator 
Franken, delighted that he is here. 

As we in Congress continue working on broad legislation to re- 
form our broken health care system and ensure accessible, afford- 
able health insurance for all Americans, we take advantage of this 
hearing today to examine a particularly cruel effect of our current 
system — the millions of Americans drowning in medical debt. 

As health care costs continue to increase, so do the number of 
people who go bankrupt paying essential medical bills for them- 
selves or their loved ones. 

Harvard University researchers recently estimated that medical 
debts are a driving force in over 60 percent of personal bankruptcy 
filings. Three-quarters of the medical debtors in that study were 
covered by medical insurance. They acted responsibly and thought 
they were covered, but were bankrupted by copays, deductibles, 
premiums, coverage limits, and uncovered expenses. 

Families who think they are protected may be only one accident, 
one injury or one diagnosis away from family bankruptcy. Unfortu- 
nately, the bankruptcy code does not distinguish between debtors 
driven into bankruptcy by medical bills and those who become in- 
solvent through poor planning or reckless spending. The Medical 
Bankruptcy Fairness Act would change that. 

If enacted, this bill would waive procedural hurdles for filers 
with high levels of medical debt. It would waive the means test and 
credit counseling requirements, which are unnecessary, time-con- 
suming, costly, even humiliating for debtors forced to file by med- 
ical misfortune. 

( 1 ) 
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In addition, my bill would help make it easier for medical debtors 
to retain their homes in bankruptcy by providing an alternative 
homestead exemption of $250,000. The default homestead exemp- 
tion is determined by state law and varies across the country. 

While debtors in my home State of Rhode Island already receive 
a relatively generous exemption, debtors in the Ranking Member’s 
home State of Alabama get to preserve only $5,000 of home value 
through the bankruptcy process. 

The Medical Bankruptcy Fairness Act would give medical debt- 
ors across the country a fighting chance to save their homes. 

Finally, too many debtors find themselves unable to file cases for 
a discharge of their debts in a Chapter 7 bankruptcy. My bill would 
make pre-petition attorney’s fees non-dishargeable in bankruptcy. 

This will give debtors the option of paying their attorney’s fees 
when they are on firmer budgetary ground after completing the 
bankruptcy, in turn, making less expensive Chapter 7 proceedings 
more viable. 

I look forward to hearing the views of today’s panel on this pro- 
posal and others. Kerry Burns, a constituent of mine from Cov- 
entry, Rhode Island, will share the story of the loss of her young 
son, Finnegan, to cystic fibrosis. Even though she had health insur- 
ance, the costs of her son’s illness ultimately forced her to walk 
away from her mortgage and declare bankruptcy. She is accom- 
panied here at the hearing today by her husband, Patrick. 

Elizabeth Edwards works on health care issues as a senior fellow 
at the Center for American Progress in Washington, DC. Ms. 
Edwards has long advocated for health care reform both as an at- 
torney and on the campaign trail with her husband. Ms. Edwards 
holds a J.D. from the University of North Carolina and has had a 
distinguished career as an attorney working for the North Carolina 
Attorney General and in private practice. We welcome her. 

Professor John Pottow is a tenured professor at the University 
of Michigan Law School, where he specializes in bankruptcy and 
commercial law. Following law school at Harvard, Professor Pottow 
clerked for Hon. Guido Calabresi on the Second Circuit Court of 
Appeals and the Right Honorable Beverley McLachlin on the Su- 
preme Court of Canada. His extensive scholarship includes work on 
bankruptcy reform and consumer lending. 

Aparna Mathur is a research fellow at the American Enterprise 
Institute, where she has done work on tax and economic policy. Dr. 
Mathur holds a Ph.D. from the University of Maryland, where she 
served both as teaching assistant and instructor in economics. She 
has also worked as a consultant to the World Bank. 

Our final witness, Diana Furchtgott-Roth, is the Director of the 
Center for Employment at the Hudson Institute, a think tank in 
Washington. Prior to joining Hudson, Ms. Furchtgott-Roth was 
chief economist at the U.S. Department of Labor. From 2001-2002, 
she served as chief of staff at the President’s Council of Economic 
Advisers. She received her bachelor’s degree from Swarthmore Col- 
lege and holds a master’s degree in economics from Oxford Univer- 
sity. 

I welcome the witnesses and I call on the Ranking Member for 
his opening statement. 
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[The prepared statement of Chairman Whitehouse appears as a 
submission for the record.] 

STATEMENT OF HON. JEFF SESSIONS, A U.S. SENATOR FROM 
THE STATE OF ALABAMA 

Senator Sessions. Thank you. Bankruptcy is referenced in the 
Constitution and it is one of the great things that I think our legal 
system provides. So if a person is too deeply in debt, they can wipe 
out those debts and start over again. 

That has been a classical American principle since our founding. 
In recent years, more and more people are aware of those possibili- 
ties and more and more filings are made, but less than 1 percent 
of our people do file bankruptcy on a yearly basis. 

I would just say that I have never understood and do not agree 
that the means test is any kind of punishment. The means test is 
designed so that if an individual makes at or below the median in- 
come of the state in which they live, they can file and wipe out all 
their debts under Chapter 7, as they always have been able to do. 

But if they make above median income and a judge finds that 
they are able to pay back some of their debts, they should be re- 
quired to do so. That was the whole intellectual basis of the bank- 
ruptcy bill that we passed. 

Professor Todd Zywicki noted in an article this, quote, “Roughly 
80 percent of bankruptcy filers earn below median state income 
and so will get tossed out of the means test immediately. For that 
80 percent, roughly 1.2 million of the 1.5 million filers in 2004, the 
means test will be completely irrelevant. They will be permitted to 
file Chapter 7.” 

So there was a real concern in our country that people living in 
mansions were able to bankrupt and not pay their hospital and 
doctors. People who had high incomes, doctors and lawyers and 
other people, were bankrupting against debts when they could eas- 
ily have paid at least a portion of their debts. 

So that was the intellectual basis of the discussion that we en- 
tered into over a period of years and resulted in 83, I believe. Sen- 
ators voting for the bankruptcy reform bill, over 80, and I think it 
is defensible and correct. 

Now, there is a concern about health care and I understand that 
and I respect that. First, we need to get what the true facts are. 
I know one of the studies Professor Warren did included gambling 
as a health care matter, debts and other things that may or may 
not normally be considered and the numbers I do not think stand 
up to be quite as high as some people suggest. 

But if a person has extraordinary medical bills and is unable to 
work, they would clearly qualify for the Chapter 7 and wipe out all 
their debts and in no way be obligated to file under Chapter 13 and 
pay back a certain portion of them. 

But if they do have high incomes, why should they not pay their 
hospital? If somebody else has got high bills because of gambling 
debts or other things, they have to file under Chapter 13. So I just 
would think that you would want to pay back the debts if you 
could, if a person could. 

Remember, a judge would not require an individual to pay back 
all, just that amount that the court finds they are able to pay back 
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and if their income is below the poverty level, which is about 
$44,000 for a family of four, then they would not, under any case. 

Also, a debtor can still avoid paying back any debts under the 
means test by showing special circumstances, and a serious med- 
ical condition is a circumstance. Even if a person is able to work 
and has a higher income, if they have higher expenses or uncer- 
tainty of that income because of a medical condition, that can be 
a special circumstance. A judge can allow them not to have to pay 
back any of that money they might owe. 

So I am looking forward to the hearing. Ms. Edwards, it is good 
to see you and good to have you with us particularly and all of the 
panelists. I would just say this — that I am open to the concerns, 
but I do not believe that we should start reversing the means test, 
which I absolutely believe is a healthy thing and I would urge my 
colleagues to think carefully about that. 

Certainly, from our last votes we had in the Senate, most people, 
after a number of years of discussion and debate, concluded that 
people who make above median income, who are able to pay back 
some of their debts should pay them back. 

If you are in poverty, if you have lost your job, you have great 
medical debts, you can wipe those out, as always has been done. 

Thank you, Mr. Chairman. 

Chairman Whitehouse. You are very welcome and I thank the 
Ranking Member for his statement. It is not unusual for the Rank- 
ing Member and I to take different points of view on issues, but 
on more than one occasion, we have already found ways to come 
together and agree on legislation and I hope that as this goes for- 
ward, this will prove to be one of those areas. 

If I could ask the witnesses, please, to stand and be sworn. 

[Witnesses sworn.] 

Chairman WHITEHOUSE. As I said, our first witness will be Kerry 
Burns, who comes to us from Rhode Island. Ms. Burns, thank you. 
I am very grateful that you are here and I very much appreciate 
that Patrick came down with you. Please proceed. 

STATEMENT OF KERRY BURNS, COVENTRY, RHODE ISLAND 

Ms. Burns. Chairman Whitehouse, Ranking Member Sessions 
and members of the Committee, thank you for the opportunity to 
participate in today’s hearing. My name is Kerry Burns and I am 
from Coventry, Rhode Island. 

I am here to tell the story of my family’s medical debt. My story 
starts in 2004 with the birth of my son, Finnegan. A day after 
Finnegan’s birth, he was diagnosed with cystic fibrosis, something 
that shocked and devastated me and husband, Patrick. 

Finnegan was a fighter from the start. After some initial difficul- 
ties, he thrived in all areas. He was a bright, funny, caring and lov- 
ing little boy who was the light of our lives. 

Finnegan was hospitalized in intensive care for 13 months before 
he passed away this March at the age of 4.5 years old. In February 
2008, Finnegan became sick with what we thought was just a com- 
mon cold. After several days of vomiting and simply not feeling 
well, Finn’s doctors suggested we bring him to the hospital to see 
if he was dehydrated. 
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When we brought Finn to the emergency room, the doctors 
ascertained that he had a major bowel obstruction, which required 
surgery. The night of the surgery, Finn went into cardiac arrest 
and we were told by the surgeon that Finn would likely not survive 
the necessary emergency surgery. 

But Finnegan did survive that surgery. He had 6 surgeries in his 
first 9 days in the hospital and survived countless others. He was 
intubated for almost 2 months and then received a tracheotomy. 
Finn was in very rough shape, but slowly and amazingly, his condi- 
tion began to improve. He showed a fierce spirit and will to live. 

Finnegan spent a total of 8 months at Hasbro Hospital in Provi- 
dence, Rhode Island. We were then sent to Yale tJniversity for 
transplant evaluation. It was determined that Finnegan would re- 
quire a multi-organ transplant and we were transferred to George- 
town University Hospital here in Washington. 

My husband and I stayed right by our son’s side during every 
step of his fight. To do this, we both had to take leave from our 
jobs. We could not, however, have anticipated how long Finn’s 
treatment would last or the ultimate ramifications of our decision 
to be with him. 

During this period, we had only temporary disability income and 
unemployment benefits, which were far less than we had earned 
before. We struggled to pay our monthly bills, including our mort- 
gage. As our money dwindled and the bills began to pile up, we did 
everything we could to keep our heads above water, including cash- 
ing in our retirement funds and selling belongings for extra money. 

Once we were sent to Georgetown for care, we sold our second 
car. Family and friends were gracious and generous enough to do- 
nate money to help us. 

Eventually, the bills piled up beyond our ability to pay them. We 
were forced to default and, despite our circumstances, creditors 
were unwilling and/or unable to help us. They wanted money and 
we simply had none to give. 

The collection calls were unrelenting, upwards of 30 calls to each 
of our cell phones every day, all while we were in an intensive care 
unit willing our son back to health. 

As Finn’s hospitalization stretched from weeks to months, we 
had to make difficult decisions about which bills to pay. The top 
priority was retaining ownership of our home and I am proud to 
say that we were able to make our mortgage payments through 10 
months of Finn’s hospitalization. Unfortunately, starting this past 
January, we were no longer able to make those mortgage pay- 
ments. 

The emotional hardship my husband and I endured over the 
course of our son’s hospitalization pales in comparison to what we 
have felt since his loss. Losing a child is the greatest injury for a 
parent and something we would not wish on anyone. 

As if this loss were not enough to handle and rebuilding our lives 
without our son was not hard enough, we have been faced with fi- 
nancial ruin. When people hear our story and our financial prob- 
lems, it is often assumed that we did not have medical insurance 
to cover Finn’s expenses. 

We did have insurance and the vast majority of Finn’s treat- 
ments, totaling nearly $5 million, were covered. We were lucky 
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enough that my husband’s former employer covered our insurance 
for several months. After that, we had to pay extensive COBRA 
fees to maintain our insurance until being approved for state-spon- 
sored health care. 

Our return to Rhode Island from Washington was difficult for 
many reasons. First and foremost, we came home without the most 
important person in our lives. We had so little money left that I 
was selling belongings on eBay to get gas money and toll money 
to return home. 

Back in Rhode Island, we did not return to live in our house, un- 
sure of when the foreclosure process would actually take it. In- 
stead, we lived with friends. We had difficulty renting an apart- 
ment because our credit had been ruined. In order for both my hus- 
band and I to return to work, we need two cars. We have only one 
and will not be able, for some time in the future, to obtain the sec- 
ond. 

I had no prior knowledge about how one would file bankruptcy 
and certainly never thought I would be in the position to have to 
do so. I have found that it is a demeaning and demoralizing proc- 
ess, one that my husband and I are in through no fault of our own. 
We simply made the right choice as parents to be with our son in 
his greatest time of need. 

In order to file bankruptcy, we needed a $250 retainer and a 
$1,300 filing fee. We actually had to borrow the money in order to 
officially go bankrupt. As if this were not enough, a credit coun- 
seling class is required both before and after the filing, with fees 
in addition to those of the filing. 

My husband and I sat down to take this class online and were 
surprised by the tone of the questions, which seemed quite insult- 
ing and which included those about why we were going bankrupt 
and how we could have avoided the situation in which we currently 
find ourselves. In addition, the course required us to recalculate 
and resubmit the financial information already submitted to our 
lawyer. 

I believe the Medical Bankruptcy Fairness Act, introduced by 
Chairman Whitehouse, would help families like mine recover from 
medically-based financial hardship. As I understand it, it would 
waive some of the procedural hurdles to bankruptcy relief, includ- 
ing the humiliating credit counseling requirement. The bankruptcy 
system needs to be modified to take into account how people actu- 
ally come into bankruptcy. 

I have worked since the age of 14. I have a master’s degree and 
have spent my professional social work career helping others. To be 
unable to help myself and my husband financially and for not being 
able to save my son is embarrassing and shaming and truly adds 
insult to injury. It is my hope that by sharing our story, changes 
can be made to the system to help others in a similar situation in 
the future. 

Thank you. 

[The prepared statement of Ms. Burns appears as a submission 
for the record.] 

Chairman WHITEHOUSE. Thank you, Ms. Burns. 

Ms. Edwards. 
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STATEMENT OF ELIZABETH EDWARDS, SENIOR FELLOW, 
CENTER FOR AMERICAN PROGRESS 

Ms. Edwards. Thank you, Chairman Whitehouse, Ranking Mem- 
ber Sessions and members of the Committee, for inviting me to be 
here. I have to say that speaking after Ms. Burns is difficult be- 
cause she is exactly the reason that I think this bill is important, 
I am certain one of the reasons you had in mind drafting it. 

We are in the middle of a national debate on health care, which 
would address some of the issues that might have been faced by 
the Burns family. For the first time in 15 years, we are actually 
trying to fix a broken health care system and deal with the twin 
problems of the status quo, which are skyrocketing health care 
costs, and millions of Americans living without health care cov- 
erage. 

One of these problems is the problem that trapped the Burns 
family, which is the skyrocketing health care costs and, of course, 
probably a degree of under-insurance, as well. 

I know the Committee is particularly interested in the financial 
hardships that many Americans experience due to health care 
costs. People with poor or no health insurance coverage in a signifi- 
cant health problem are particularly likely to accrue considerable 
medical debt and, therefore, those exactly are the people who are 
most vulnerable to bankruptcy. 

Medical debt, of course, is a symptom of a larger problem in our 
health care system that we hope to solve, but the problem of afford- 
ability is most apparent for the nearly 47 million Americans who 
lack health insurance. Roughly two-thirds of Americans without 
health insurance have incomes below 200 percent of our Federal 
poverty level, as Chairman Sessions was saying, approximately 
$44,000 for a family of four. 

Most people without health insurance are workers or they live in 
families with someone who works, but they do not have health cov- 
erage through their employer. With the annual average cost of em- 
ployer-sponsored health insurance exceeding $13,000 a year, health 
insurance is clearly unaffordable for families and many small busi- 
nesses, but certainly unaffordable for families who then are forced 
to purchase it on their own — and they are not going to get it for 
$13,000 a year. 

Without robust health care reform, the cost of health care insur- 
ance, if it proceeds at the current pace that we have seen in the 
last decade, could exceed $30,000 — compare that to the $44,000 
that we just talked about — $30,000 at the end of the next decade. 
We have not seen and we are unlikely to see any wage increases 
in that realm. 

Sadly, people who actually have health insurance have become 
increasingly vulnerable to problems associated with paying for 
health care. A recent analysis by the Commonwealth Fund identi- 
fied 25 million Americans, adults, these are just the adults, who 
have health insurance, but are under-insured. This represents an 
unbelievable 60 percent increase from 2003. 

Another study found that one in five Americans reported prob- 
lems in paying medical bills in 2007. Even moderate levels of out- 
of-pocket spending relative to family income created medical bill 
problems. 
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I sit in a chemotherapy chair once every few weeks and listen to 
people speaking with the person that accompanied them, won- 
dering how they are going to pay for the kinds of care that they 
need in order to stay alive. 

Financial problems are a major hazard of under-insurance and 
un-insurance and of sicker adults, three-fifths reported they had 
been contacted by a collection agency. Three-fifths of people who 
are sick have been contacted by a collection agency. 

In a 2000 survey, respondents reported making difficult choices 
between using up a lifetime of savings and their retirement funds, 
as the Burns chose to do, running up credit card debt skipping the 
purchase of other necessities, adding a mortgage against their 
home in order to pay medical bills. It is actually one of the reasons 
that debts sometimes get hidden in other ways. 

The special circumstances for existing debt to which Senator Ses- 
sions was referring is often masked by the fact that people have 
tried for a long time to stave off bankruptcy and that medical debt 
is hidden in other forms, as was the situation with the Burns, 
where the lack of a safety net with which they provided themselves 
was caused by a long-term illness. 

So many medical debtors turn to borrowing to cover accrued 
medical expenses in order to continue treatment. In some cases, 
bankruptcy may be driven not by under-insurance, but by bad com- 
pany practices and those who suffer wrongful rescission or denial 
not only include the debtor, they are harmed, but also harmed are 
the other creditors, because you are forced into bankruptcy. 

They are going to end up taking only a portion of what they 
might have gotten had the rescission or denial not occurred. 

Your proposal, Mr. Chairman, the Medical Bankruptcy Fairness 
Act would help medical debtors by providing them easier access to 
Chapter 7 discharge and enabling them to retain at least $250,000 
in home value and assets. It would exempt them from burdensome 
credit counseling requirements. 

Honestly, what are they going to tell the Burns, “Don’t get sick? 
Don’t let your son get sick?” I mean, that is the credit counseling 
advice that would have been actually applicable to them. The rest 
of it was clearly not going to be. 

There are interim steps that you may want to consider, as well, 
to solving problems specific to medical bankruptcy. I will tell you 
that I practiced bankruptcy law for about a decade and so though 
I do not have the expertise of Professor Pottow, I do have some 
practical experience in the courtroom with the problems that are 
discussed here today. 

It is true, though, that the problem is simply an issue associated 
with our failing to address adequately and I hope that we will be 
addressing the health care insurance problems that exist in this 
country. 

Thank you so much for your time. 

[The prepared statement of Ms. Edwards appears as a submis- 
sion for the record.] 

Chairman Whitehouse. Thank you so much, Ms. Edwards. 

Professor Pottow. 
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STATEMENT OF JOHN A. E. POTTOW, PROFESSOR OF LAW, 

UNIVERSITY OF MICHIGAN LAW SCHOOL, ANN ARBOR, 

MICHIGAN 

Mr. PoTTOW. I thank you very much. Probably practical experi- 
ence is better in this regard than economic experience. So I will 
defer to Ms. Edwards and counsel you to take her advice with 
greater weight than mine. 

I am going to talk a little bit in what is going to be an 
anticipatorily defensive posture regarding what I am sure you have 
been considering about the so-called Harvard study on medical 
bankruptcies, and I say this as one of the co-investigators on that 
research project. I did not publish specifically on that medical 
study, but I did use that data and I was involved in literally a 
year’s long process on scrubbing the methodological protocols to en- 
sure that the data were as reliable as possible. And so I feel some- 
what invested in speaking to some of the concerns that have been 
made regarding this data. 

There are small things made back and forth. Mr. Sessions men- 
tioned the point about file gambling addictions that were included. 
That was an earlier study when they decided — when the physicians 
said we should use certain things that are coded as addictions or 
disorder by the psychiatrists or — I start to glaze over between psy- 
chiatric and psychological. 

But the point is that there are certain medical conditions that 
are classified as addictions and compulsions. So that was put in the 
broader definition of medical bankruptcies. And the researchers 
were very specific breaking out — they said this is when we are 
using the broad definition that includes things like medical addic- 
tions and this is the narrow definition when we are just taking 
medical bills and this is the definition when we are just asking peo- 
ple whether they are doing bankruptcy or not. 

In the subsequent study, they said let’s just drop the addiction 
stuff, because it does not make that much difference to the num- 
bers and it is just distracting people. 

So I want to dispel the suggestion that they were trolling for 
things that could simply inflate their numbers and picking willy- 
nilly loose descriptions of what could be a medical bankruptcy. 

I think something that is terribly important about the study and 
any studies that purport to assess the incidence of medical bank- 
ruptcies and what is unique and methodologically commendable 
about the current study is that it disaggregates — sorry, strike that. 
It does not try to separately classify medical debts as a separate 
species from credit card debts or other forms, because as we have 
learned through field research — I have actually done qualitative 
interviews and talking to attorneys and debtors and people who 
have gone through the bankruptcy system — you cannot simply say 
this is a medical debt and separate that from a credit card debt, 
because lo and behold, in this economy, people pay medical ex- 
penses with credit cards. 

So if you just try to abstract court records, if you take court 
records and read the names of the creditors on the bankruptcy peti- 
tions, you see names like Capital One. Well, you do not know what 
that is. That could be a — I mean, it is a credit card debt, but you 
do not know what the underlying cause of the expenditure was. 
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If you see something that says Providence Health Care, you can 
figure that is a medical debt. So some studies say, “Oh, that is a 
medical debt.” 

But unless you go in and interview the debtors and ask them, 
“What were you spending your money on, what were you doing?” 
you cannot get a full understanding of what is going on in this 
area. 

So the Harvard study has supplemented the court records data. 
Other researchers have looked at the court records, read the files, 
and they actually conducted questionnaires: people filled out ques- 
tionnaires, and said, “Why did you go bankrupt? What were the 
causes? List the causes of what you were doing.” 

And they supplemented it with a subset of that questionnaire 
group, conducting telephone interviews, where they spent over an 
hour talking on the phone to them. So it is a very rich, comprehen- 
sive understanding of people using the bankruptcy system. 

It is a random sample. Bias checks were done to make sure the 
people who answered the phone interviews were not dispropor- 
tionate from the people answering the questionnaires. All sorts of 
bias checks were conducted on this area. 

What I find commendable, also, about the investigators in that 
area is when their 2001 — I call it the 2001 study, because the data 
came out in 2001 and it was published a few years later. 

When the 2001 data came out, people said, “Well, why don’t you 
try a more stringent definition of medical bankruptcy?” They had 
used $1,000 of out-of-pocket unreimbursed expenses. And so they 
said fine. So they went back and they said, “We’ll still do the 
$1,000 so we can compare apples to apples to see if there has been 
a change using the same measurement in 2007.” There was. The 
number had gone up in medical bankruptcies by about 40-odd per- 
cent, if not more, in a small period. 

And then they tried a more stringent definition and said, “What 
if it is over $5,000 in medical debts?” and it dropped the numbers, 
but the drop in the numbers was like from 67 percent to 62 per- 
cent. It statistically is not making that much of a difference based 
on the stringency of your definition. 

So we can sit here and debate until the cows come home whether 
it is 60 percent or whether it is 40 percent, but the point is we 
have a substantial incidence of medically related bankruptcies. We 
can find this from the survey evidence gathered. You can find this 
from the qualitative evidence when you go talk to attorneys who 
actually practice in the field and deal with people and deal with 
people like Ms. Burns and you get to say to them “Why are you 
people going bankrupt?” 

Credit cards come up all the time and then medical bankruptcies 
is always up there. No one will say it is the only cause. I do not 
think any attorney would say it is all medical bankruptcies, there 
is nothing else in there, but the corollary of that is I do not think 
you would find any consumer bankruptcy attorney who would not 
say medical causes — medical bankruptcies are a big chunk of it up 
there. 

That is my assessment. I have been doing this for a few years 
now and I have been doing a lot of research with attorneys and to 
question the prevalence of medical bankruptcies seems to me al- 
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most like preemptively closed-minded or fundamentally immune to 
considering what the data present. 

I have exhausted my time. I will reserve the rest for questions. 

[The prepared statement of Mr. Pottow appears as a submission 
for the record.] 

Chairman Whitehouse. Thank you, Professor. 

Ms. Mathur. 

STATEMENT OF APARNA MATHUR, RESEARCH FELLOW, AMER- 
ICAN ENTERPRISE INSTITUTE FOR PUBLIC POLICY RE- 
SEARCH 

Ms. Mathur. Chairman Whitehouse, Ranking Member Sessions, 
and distinguished members, thank you for inviting me to testify be- 
fore the Committee today. Before I begin, I would just like to say 
to Kerry and Patrick, I am really sorry about your loss. I cannot 
imagine what it felt like going through that. 

In my testimony, I will explore provisions of the Medical Bank- 
ruptcy Fairness Act that may help or hinder the efficient func- 
tioning of the bankruptcy system. The act would allow debtors with 
a certain level of medical debt to file for Chapter 7 bankruptcy with 
no means testing requirements, a high home exemption limit, and 
the ability to discharge not just medical debts, but also all other 
debts, such as high credit card debts. 

While I believe that the sentiments governing the act are under- 
standable and I am completely sympathetic to the plight of families 
undergoing medical distress, during the course of my testimony, I 
will attempt to show that the provisions of the act may be open to 
abuse and fraud. 

This could have unintended adverse consequences for debtors 
that may worsen rather than improve the functioning of the bank- 
ruptcy system for exactly the people that it is intended to help. 

The urgency to tackle the issue of medical bankruptcies is being 
largely driven by studies claiming that more 60 percent of all per- 
sonal bankruptcy filings are caused by medical debt. 

How valid is this supposition? The most extensive nationally rep- 
resentative data on medical debts is available from the Survey of 
Consumer Finances. A look at the latest data shows that medical 
indebtedness has not changed significantly over the past decade. 

The SCF includes medical debts with other debts incurred for 
goods and services, including credit card debt and, indeed, some of 
these debts have risen marginally from 5.5 percent for all debt in 
2001 to 5.8 percent in 2007. 

Therefore, even if all goods and services debts were simply med- 
ical debts, the rise has been less than half a percentage point. The 
idea that medical bankruptcies are on the rise comes essentially 
from two studies done by Himmelstein, Warren and other co- 
authors. In the appendix of my longer written testimony, I discuss 
methodological problems with these surveys. However, I will talk 
about a couple of issues here. 

As John Pottow pointed out, table 2 of the 2009 study clearly 
states that only 29 percent of the respondents believed that the 
bankruptcy was actually caused by medical bills. However, the au- 
thors chose to add to this number the percent of people who lost 
weeks of work due to illness, the percent of people with more than 
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$5,000 in medical bills, and the percent of people reporting any 
medical problems. 

This is clearly an overstatement of the problem, since the people 
do not themselves believe that this was the cause of the medical 
bankruptcy. 

Second, what the authors have established is some correlation of 
medical debts and bankruptcies, but not causation, and that is an 
inherent problem with all survey data. In fact, more rigorous anal- 
ysis using standard regression techniques to establish causation 
finds little effect of medical debts on bankruptcies. 

This economics literature is discussed in my longer written testi- 
mony and based on this, I find that the foundations of the Medical 
Bankruptcy Fairness Act are built on somewhat shaky grounds, 
even though I acknowledge the idea in principle. 

Further, the act will reform the current bankruptcy system in 
ways that could have unintended adverse consequences. First, the 
act defines a medically distressed debtor as a debtor who has med- 
ical debts in excess of 10 percent of household income. 

A study of the distribution of bankruptcy filers by income in 2000 
to 2002 showed that more than 85 percent of filers had annual in- 
comes less than or equal to $48,000, with almost 60 percent earn- 
ing between $24,000 to $36,000. 

This means that if the average filer spent about $2,400 to $4,000 
on medical care in any year, then they would qualify for a medical 
bankruptcy. The same study shows that credit card debts average 
approximately $20,000 for this group of low income borrowers. 

In the worst case scenario, this could create a perverse incentive 
for households since by accumulating a relatively lower level of 
medical debt, they could take advantage of the high exemptions 
and the debt discharge provisions of Chapter 7 to get rid of the 
high credit card debts. 

Therefore, by allowing debtors to file as medical debtors, irre- 
spective of whether medical debts are actually driving the house- 
hold to bankruptcy, the act could impose huge costs on the system. 

Second, the act would remove the means testing requirement 
from medically distressed debtors. Doing away with the means test 
under the act would allow high income individuals to walk away 
from not only their medical debts, but also other debts, such as 
credit card debts. 

In the study of bankruptcy filers cited earlier, those with incomes 
higher than $70,000 had average credit card debts of $42,000. Al- 
lowing this group to take advantage of the debt discharge provi- 
sions under Chapter 7 would hit creditors particularly hard. 

Third, it would allow these distressed individuals to claim an ex- 
emption against the home of $250,000, essentially overriding any 
state exemption limits. However, high exemptions for wealth and 
income make filing for bankruptcy more attractive and studies 
show that the number of filings increase when exemptions in- 
crease. 

This adversely affects the market for credit. To insure against 
the probability for bankruptcy filing, lenders raise interest rates or 
ration credit, which harms debtors who repay, as well as those who 
would like to borrow, but are rejected. Hence, creditors alter behav- 
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ior when faced with higher exemptions and this could have adverse 
consequences for debtors. 

Finally, the act does little for creditors in these medical trans- 
actions. As discussed in the previous paragraphs, there could be po- 
tentially serious consequences for medical service providers if you 
make it easier for debtors to file for medical bankruptcy involving 
the discharge of all medical debts. 

In fact, research has shown that between 1994 and 2000, unse- 
cured creditors received nothing in about 96 percent of Chapter 7 
bankruptcy filings and in most Chapter 13 cases, only mortgage 
creditors received anything at all. 

These higher costs of bad debts will ultimately be passed on to 
consumers in the form of higher prices for care or poor delivery of 
care. 

To conclude, I believe that any situation that causes a household 
to file for bankruptcy is unfortunate. In these tough economic 
times, individuals who lose their job for no fault of theirs are as 
badly affected as families hit by illnesses or injuries. 

Individuals who lose their homes because of a painful divorce are 
no worse off than people who are unable to pay their mortgages 
due to an unexpected change in credit conditions. 

Where do we draw the line for who we want to help and who we 
do not? The most effective solution to the problem of rising bank- 
ruptcies is to create the right conditions for an economic recovery 
so that families can hold onto their jobs, retain their earning 
power, stay in their homes and live within their means. We should 
help them to avoid bankruptcy rather than make it easier to file 
it. 

Thank you. 

[The prepared statement of Ms. Mathur appears as a submission 
for the record.] 

Chairman Whitehouse. Ms. Furchtgott-Roth. 

STATEMENT OF DIANA FURCHTGOTT-ROTH, SENIOR FELLOW, 
HUDSON INSTITUTE 

Ms. Furchtgott-Roth. Mr. Chairman, Mr. Sessions, thank you 
very much for inviting me to testify here today. With your permis- 
sion, I would like to submit my written testimony for the record. 

Chairman WHITEHOUSE. Without objection. 

Ms. Furchtgott-Roth. Thank you. I would first like to extend 
my sympathies to Kerry and to Patrick. I have six children myself 
I cannot imagine what it would be like losing one of them. It must 
just be the worst thing in the world and I want to tell you that my 
sympathies are completely with you. 

The discussion of the merits of the Himmelstein study, I think, 
has been effectively gone over by Ms. Mathur and discussed al- 
ready and I guess what I would like to talk about is what to do 
about the health system in general, because it seems like the prob- 
lems of medical bankruptcy are being used in order to say that we 
need health reform. 

And it is very true that we do need health reform. It is easy to 
get auto insurance. It is easy to get home insurance. It is easy to 
get life insurance. What is really difficult is to get health insur- 
ance. 
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The bills under consideration now in Congress — the two bills in 
the Senate, the bill in the House — would make the situation worse 
and those, in fact, would exacerbate the problems of bankruptcy in 
the United States, not just medical bankruptcy, but bankruptcy 
overall. This is because these bills would result in a worse eco- 
nomic situation, loss of jobs. 

Here is why. Everyone would pay more for health insurance 
under aspects of the plans under consideration. The premiums 
would rise. There would be a 40 percent excise tax on high pre- 
miums. 

The Congressional Budget Office estimates that Americans would 
pay $100 million more in premiums. Large comprehensive plans 
would be required for everybody including catastrophic health 
plans, the kind of plan where you can pay for routine costs out of 
pocket, just like you pay for changing your oil with a car or chang- 
ing your windshield wiper blades. Auto insurance does not pay for 
that, and health insurance should not pay for routine care either. 

What is important is to have insurance to safeguard against 
large medical happenings, such as what happened with Kerry and 
what happened with Ms. Edwards. What is important is for large 
insurance against these — getting in a car accident, cystic fibrosis, 
getting cancer. Those catastrophic health plans would actually be 
disallowed, because you could not purchase them through the 
health exchange. 

The high cost of the health insurance plans would lower cash 
wages. Fewer workers would be employed. There would be more 
part-time workers and jobs would be outsourced. This would espe- 
cially affect workers near the minimum wage. And if you lose your 
job, you are at a greater risk of bankruptcy. 

There would be funds cut from Medicare and Medicaid. The Bau- 
cus bill, for example, mandates $404 billion in cuts over 10 years 
from Medicare. That would result in a lower quality of care. If you 
have a lower quality of care, you are more likely to be sick, and 
stay sick longer. 

Tax increases would discourage job creation. Under the House 
bill, the top tax rate would go up to 45 percent. That is on our most 
productive businesses. And it is not just tax rates at the top. At 
the low end, the Congressional Budget Office has estimated that 
people at 150 percent of the poverty line would face a tax rate of 
59 percent as the different health affordable credits phase out. 

Employers would face a payroll tax of 8 percent if they did not 
provide the right kind of health insurance. We have a 9.8 percent 
unemployment rate right now; 15 million Americans are uninsured. 
Our teenage unemployment rate is 26 percent. The last thing we 
need is an 8 percent tax on employer payrolls that would further 
discourage job creation. 

The only group that these bills would help would be foreign 
workers, because with the high cost of labor, the much higher cost, 
employers would be encouraged to open their next plant offshore, 
in Canada, Mexico or China. Those workers would be getting our 
jobs. We are the ones who need the jobs here, but these bills would 
be driving jobs offshore. 

To conclude, I would like to just say that the survival rates for 
cancer in the United States are the highest in the world, higher 
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than Canada, higher than Europe, both of which have socialized, 
single-payer national health insurance systems. 

We need to fix our health insurance system now. We need to 
make it more like auto, home and life insurance, where anyone can 
get it, where it is not tied to the employer, but we do not want to 
disadvantage American innovation. We do not want to disadvan- 
tage the job creation that we have had here in the United States 
that has made it possible for people to rise up from low incomes 
to high incomes. We do not want to force more Americans into 
bankruptcy through losses of their jobs. 

With that, I will conclude. Thank you very much for giving me 
the opportunity to testify today. 

[The prepared statement of Ms. Furchtgott-Roth appears as a 
submission for the record.] 

Chairman Whitehouse. Thank you very much. I cannot help but 
inquire. Did you actually read the bill that is the subject of today’s 
hearing? 

Ms. Furchtgott-Roth. I did, yes. 

Chairman WHITEHOUSE. You did. 

Ms. Furchtgott-Roth. Yes. 

Chairman WHITEHOUSE. Because you never mentioned it once in 
your written testimony. You never mentioned it once in your testi- 
mony before the panel. So it is a little bit confusing to me that in 
a hearing on the Medical Bankruptcy Fairness Act, you seem to 
sort of veer across three lanes of traffic to attack health care re- 
form proposals that are not the subject of this Committee’s jurisdic- 
tion and have not a word to say about the bill itself, which you 
never mentioned. 

Ms. Furchtgott-Roth. Well, I think that we have bankruptcy 
provisions right now in the United States that are doing a good job 
of dealing with the situation. 

Chairman WHITEHOUSE. Did they do a good job for Ms. Burns? 

Ms. Furchtgott-Roth. Well, Ms. Burns was in a very, very un- 
fortunate situation, whereby both 

Chairman WHITEHOUSE. Bankruptcy tends to attract people with 
unfortunate situations, does it not? People with fortunate situa- 
tions are very rarely in bankruptcy court, at least that is my un- 
derstanding. 

Ms. Furchtgott-Roth. It does. But what we need to do is also 
look at the unintended consequence of these different kinds of leg- 
islation and by making it much easier to forgive bankruptcy, what 
you are doing is encouraging more people to file for bankruptcy. 

Chairman WHITEHOUSE. Well, I guess I will just leave it right 
there. I think I cannot make the — I cannot say anything better 
than that. 

Ms. Mathur, I was interested, you indicated that you are com- 
pletely sympathetic to the plight of families — I think that was the 
quote from your testimony — ^but when you discussed this issue in 
your written testimony, you talk about medical filers and your con- 
cern is that a medical filer, somebody like Ms. Burns, not that she 
has to sit down and go through credit counseling — I think you will 
agree with me that putting her through credit counseling is a com- 
plete waste of time and a totally unnecessary humiliation, correct? 

Ms. Mathur. Absolutely. 
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Chairman Whitehouse. Absolutely. 

Ms. Mathur. And that is why I did not talk about it in my state- 
ment. 

Chairman Whitehouse. But your concern is that she would have 
an easier time walking away from their other dischargeable debts 
and that this would hit creditors particularly hard, a point you em- 
phasized in your written testimony. 

It is hard for me not to conclude from your testimony — you then 
go on to say that a medical debtor — the protections for the medical 
debtor would clearly lead to strategic behavior on the part of oppor- 
tunistic debtors. Medically distressed debtors would get rid of their 
credit card debts. 

It does not sound to me that your testimony is balanced between 
the interests of families like Ms. Burns’ and those of the credit card 
industry. Wherever you have a chance to express actual sympathy 
in your testimony, the only place you express actual sympathy is 
to the credit card industry and to creditors, but in the context of 
creditors or people who have credit card debts of $42,000, which 
would, again, seem to be sympathy for the credit card industry 
rather than families. 

And your closing remarks, suggesting that the most effective so- 
lution to Ms. Burns’ problem is to create the right conditions for 
an economic recovery so that families can hold onto their jobs, re- 
tain their earning power, stay in their home and live within their 
means, seems to be almost nonsensically not correlated to the pur- 
pose of this hearing. 

She and her husband had jobs. This occurred 4 years ago during 
a period of economic bubble, when the economy was going, frankly, 
as we found out later, unjustifiably strongly. 

The reason they lost their earning power was not because of any- 
thing in the economy. It was because their son was diagnosed with 
cystic fibrosis. They cannot stay in their home because of that and 
they have done everything they can to live within their means. 

So I really have some skepticism about whether your testimony 
actually reflects the sympathy that you claimed once you had heard 
her testimony. It seems to me it is highly one-sided. 

Ms. Mathur. I think the purpose of the testimony — and as I 
stated in my opening remarks — was that this particular act could 
be open to abuse and fraud. Whenever you introduce 

Chairman WHITEHOUSE. Let me ask you, at what point would 
you say that the tipping — let us say that there are, to use your 
number, let us say that 29 percent of bankruptcies are caused by 
medical bills. That is 30 percent of people in the bankruptcy court 
who were there not because they were improvident spenders, not 
because they had bad control over their family budgets, but be- 
cause a family medical emergency hit them, something nobody can 
plan for. 

So there you have got 30 percent of people in the bankruptcy 
court who are there for this reason, being subject to the means test, 
having what you agree is a preposterous credit counseling regime 
being imposed on them. 

What if 5 percent of them took advantage of this to get rid of 
some additional credit card debt and the other 95 percent simply 
were relieved of that burden, at what point does the prospect of 
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fraud, in your view, tip in favor of leaving people like Ms. Burns 
having to go through credit counseling after she lost her son? 

Ms. Mathur. I would not recommend credit counseling for some- 
body like Ms. Burns. I completely agree with you. I never in my 
opening remarks made any comment about whether she should go 
through credit counseling because she had medical debts. 

Chairman Whitehouse. Well, you certainly did not say any- 
thing — 

Ms. Mathur. The whole point of my testimony is that the act 
that you are recommending, the act that you are proposing could 
be used in unintended ways and it is very important that we real- 
ize exactly what we are getting into when we sort of adopt it 
wholeheartedly. 

It is not for people like Ms. Burns who are clearly there because 
of genuine medical problems. 

Chairman WHITEHOUSE. Did you support the original act? 

Ms. Mathur. But there is a big literature out there which does 
talk about opportunistic debtors who can 

Chairman WHITEHOUSE. Did you support the original Bank- 
ruptcy Reform Act? 

Ms. Mathur. Yes. I think that there are good points to it and 
I think that 

Chairman WHITEHOUSE. Were you concerned then about 
unforseen consequences for people like Ms. Burns who have credit 
counseling? 

Ms. Mathur. I think there will always be people like Ms. Burns 
who are genuine and who will face, even under — I mean, you can- 
not get rid of the problem that people will face illnesses and inju- 
ries and they will go through problems and you need to have a sys- 
tem to address their needs. 

The problem is that if you introduce an act, you need to under- 
stand what the consequences could be for people who may take ad- 
vantage of these acts, as was clearly the case before the Bank- 
ruptcy Reform Act of 2005, and you had people, when 

Chairman WHITEHOUSE. I understand your point. My time is 
running out. So I am just going to conclude by saying it very much 
seems to me that the concern over unintended consequences that 
you appear to have is concern over consequences to credit card 
companies and not concern over unintended consequences to people 
and families like Ms. Burns’. 

Ms. Mathur. I think the consequences for the credit card system 
would have unintended consequences for debtors, which was also 
the tone that I took throughout my testimony. 

If you affect the market for credit, it is not just going to affect 
the creditors. It is going to affect debtors in the sense of their abil- 
ity to get loans and the ways in which they can get loans and you 
may make the system worse for them than you think you are mak- 
ing it right now. 

Chairman WHITEHOUSE. My time has expired. The Ranking 
Member? 

Senator Sessions. Well, Ms. Burns, under your circumstances, 
perhaps it was pretty clear, after you went online and did the com- 
puter system on credit counseling, that you qualified for bank- 
ruptcy and you would not have to — ^but the reason that was passed 


VerDate Nov 24 2008 


14:36 May 25, 2010 Jkt 056473 PO 00000 Frm 00023 Fmt 6633 Sfmt 6633 S:\GPO\HEARINGS\56473.TXT SJUD1 PsN: CMORC 



18 


is because a lot of people are on the margin between whether they 
should file bankruptcy or not. 

Lawyers that they go to do not get their fee unless they file 
bankruptcy and many of them just are cold-blooded number-ori- 
ented lawyers and if it benefits them in the short term financially, 
they will recommend that that is what they do. 

So it was an idea that we would provide an opportunity for a rea- 
sonable fee, and that can be waived, too, and many people do get 
that fee waived, to go through a system to get a little outside per- 
spective on whether there is a possibility that the individual could 
work their way through their debts without going into bankruptcy, 
and that was the motivation for it, not to — and I hope that — I am 
sorry that you felt that it was demeaning to have to answer those 
questions, I really am, but I think it overall is a good thing. 

I would like to repeat — an individual, let us say, did act irrespon- 
sibly and had no insurance, and you had insurance, and they had 
been going along fine until all of a sudden they had a serious in- 
jury or illness and had very large debts, let us say, several hundred 
thousands of dollars or may be more. 

They are able, are they not. Professor Pottow, to file bankruptcy 
if their income is below the median income in America and wipe 
out all of those debts and not pay their doctors or their hospitals? 

Mr. Pottow. Oh, sure, they can file for Chapter 7 with eligibility 
if they are below the median income automatically. 

Senator Sessions. And do you agree that about 80 percent of the 
people are median income or below that file bankruptcy? 

Mr. Pottow. Yes. The majority of people — I would say the large 
majority of people who currently file in the bankruptcy system are 
below the median income. 

Senator Sessions. If you were pretty cold-blooded about it, you 
might say, “I do not think I will take out insurance. I believe I am 
pretty healthy and I might just beat this system,” I hear Ms. 
Mathur and Ms. Furchtgott-Roth indicate, and, economically, they 
would say, “Well, if I do get in financial trouble for illnesses, I can 
always bankrupt against it.” 

I am not sure how many people think that way, but economic 
forces tend to have effects in the long run. So I just would say that 
what the current law is is that if you have any debts and they are 
above median income, that an individual can — and they make 
below median income, they can all be wiped out and they do not 
have to pay their hospital a dime. 

If they make above median income, a judge decides how much 
they can pay and orders them, over a period of three to 5 years, 
to make some payments back toward those debts. 

Do you think that is unjustifiably harsh? 

Mr. Pottow. Well, you raise the proposition of the economic ef- 
fects of incentives and this is what — in terms of what Dr. Mathur 
was saying, she was speculating that there is a possiblity that 
there could be opportunistic behavior. 

But with any rule, with any economic incentive crafted by any- 
thing, when there is an insurance or protective function, there al- 
ways is a moral hazard concern. 

If I have health insurance, there is the risk that I could say, 
“Hey, let’s see if I can jump out the window and if I break my 
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arms, that is OK, someone else will pay for it.” You have to then 
step back, once you have speculated on the economic possibilities, 
about whether that will actually affect people’s everyday lives. 

So the risks of someone like Ms. Burns then sort of thinking, 
“OK, now, maybe I can ring up some credit card bills,” after they 
have gone through a traumatic medical loss like that, strikes me 
as, while I suppose economically conjectureable, empirically and 
pragmatically unlikely, not enough that it would generate great 
concern. 

Senator Sessions. But it does sound to me that Ms. Burns meets 
the very reason we have bankruptcy procedures and I certainly do 
not denigrate the difficult situation she went through. But there 
are people who do take advantage of it, there is no doubt. 

Professor David Dranove, who is a Walter McNerney distin- 
guished professor of health industry management and director of 
the Center for Health Industry Market Economics at Northwestern 
University’s Kellogg School of Management recently wrote the fol- 
lowing about the Warren study on a blog post. 

Quote, “I realize that the concept of medical bankruptcies is cap- 
tivating and my research confirms that the uninsured case face se- 
vere financial hardship when illness strikes, but the Harvard stud- 
ies are so poorly designed that it is impossible to tell from their 
work just how serious the problem is and the conclusion that pri- 
vate health insurance does not protect against bankruptcy appears 
to be totally misguided. Even worse, the Harvard studies are lead- 
ing to bad policy.” Other than outright fraud, I cannot think of a 
worse thing to say about academic research. As I’ve said before, it 
is vitally important that academics get the numbers right. 

Now, he supports a national health care system. He is not oppos- 
ing a national health care system. But, I guess, Ms. Mathur and 
Professor Pottow, would you all comment on that statement? 

Ms. Mathur. I think as an economist, I think I would agree that 
the design of the study is — it is very poorly done. The first issue 
with the study is what is called sample selection. So they only 
looked at people who had already filed for bankruptcy and that is 
the only truth and then you start asking people, “Well, did you 
have any medical reasons for filing for bankruptcy,” and, obviously, 
you come up with a really high number. 

But if you start — with most economic studies and most good pub- 
lished literature in economics, the way you start off with a sample 
is to look at a group of people with medical debts, without medical 
debts, people who have filed for bankruptcy, people who have not 
filed for bankruptcy, and look at the probabilty that the fact that 
you have medical debts will lead you — what is the likelihood that 
your medical debts are likely to lead you to a bankruptcy filing. 

And there is nothing in the economics literature to suggest the 
huge effect that the Himmelstein paper finds. That is purely a 
sample — a problem with the way the sample is designed. 

The second problem is, again, the methodology. The way you 
would do that kind of analysis is to also account for the 10 other 
things that could have led to the bankruptcy filing. Did the person 
lose his job? Is he going through a divorce proceeding? Are there 
other economic conditions in the state where he stays in, in the re- 
gion that he lives in, that could have led to, say, the bankruptcy 
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filing or that could have led to a pile-up of medical debts that could 
have caused the filing. 

And there is nothing in the study that lets you — that controls for 
any of those other factors or that even tries to deal with the sample 
issue and that is the only reason. It is only survey data which is 
leading you to that high number. 

And as several people have pointed out, other surveys find vastly 
different results and much lower numbers. So you could look at an- 
other random sample and say, well, how many people, for instance, 
in the PSID data, the panel study of income dynamics data, how 
many people in that data set said that they filed for bankruptcy 
due to medical reasons, that is only 16 percent. 

Senator Sessions. We are running over and I appreciate that. 
Professor Pottow, would you like to respond? 

Mr. Pottow. Yes. Survey data is a perfectly legitimate academic 
way to collect information on the problem. We would have to throw 
out the whole field of sociology if we were to not use it anymore 
and that would be, I think, a loss to the academy. 

The methodology is not suffering from a sample bias. If you want 
to ask people who are bankrupt why they went bankrupt, then it 
is not a sample selection bias to restrict that to people who are in 
bankruptcy. It is, in fact, the only appropriate audience to ask. 

I do agree that from sort of a first position, academically perfect 
way to study something, if you could perfectly categorize debts, get 
the credit card debt that is really medical debt and get the collec- 
tion debts and get the home equity lines that are really medical 
debts, if you could do a controlled thing by having people who have 
a lot of medical debts to see if there is a causal inference, then a 
regression might be helpful, but I do not think it undermines the 
validity of the data that when you collect survey evidence from peo- 
ple, you ask them to ascribe reasons for their bankruptcy — that is 
robust. The Consumer Bankruptcy Project, this data that we have, 
is the largest national sample that does this sort of survey data. 

The only other survey data that is out there that even comes 
close to this is the PSID and even that has suffered from methodo- 
logical infirmities that have been well documented, including the 
incorrect response rate for people predicting their bankruptcy inci- 
dence and that I think led them to not even use the bankruptcy 
questions anymore. 

So regarding this reference to the large corpus of economic lit- 
erature: there are a bunch of economic studies out there, but they 
do not have the level of detail and sophistication and nuance that 
this Harvard study has. 

They do not aggregate. They cannot properly predict the medical 
debt incidence because they are using too crude of a metric and 
they say either you are a credit card debt or you are a medical debt 
and they miss the boat. 

Chairman Whitehouse. Well, I appreciate this, but I think it is 
time to get on to another questioner. 

Senator Sessions. Mr. Chairman, I do not have any doubt that 
a number of people, a significant number file bankruptcy because 
they have medical debts. I am just reluctant to conclude the cur- 
rent system that allows median income and below to file Chapter 
7, as they always have, is unfair and those above median income 
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would have to pay back some of their debts over a period of years, 
if they are able. I do not think that is unfair, basically. 

Chairman Whitehouse. Senator Franken. 

Senator Franken. Thank you, Mr. Chairman, for calling this 
hearing on your bill and I want to thank the witnesses who spoke 
to it. 

Professor Pottow, in your testimony before the House in July, 
you mentioned that the 2005 bankruptcy reform was particularly 
bad for people with medical debt. Tell me why you think people 
with medical debt deserve special protection under bankruptcy law. 

Mr. Pottow. Well, I think that there was — I do not want to 
speak for people who passed the legislation, but there was a sug- 
gestion that there was a rampant incidence of abusive and stra- 
tegic behavior that required amendments to the bankruptcy code to 
make sure that people who could pay back their debts — and the 
way it was implemented was through an income measurement — 
should be forced to pay them back. 

And so it was called the anti-abuse amendments, with the idea 
that you were going after abusive people, system gamers, dead- 
beats, and it seems to me that the antithesis of that is someone 
who has filed for a medical reason through no fault of their own, 
through no strategic conduct. They are, per se, not an abuser. 

So that is why I said that there was, I believe, a different moral 
justification for treating them differently. But I am not an expert 
in morality. I am just a bankruptcy person. 

Senator Franken. Ms. Edwards, in your written testimony, you 
note that according to one survey, medical expenses helped cause 
70 percent of home foreclosures, and I think a lot of people do not 
realize that. 

Before the bubble burst, you could buy a house and if you got 
sick, you could sell your house. Now you cannot. 

What significance do you think that has, people essentially being 
stuck in their homes, has on the situation that people who are ill 
find themselves who have a home? 

Ms. Edwards. I will put my bankruptcy lawyer hat on for a sec- 
ond. If I had someone who came to me with these kinds of prob- 
lems, that they had these high debts and they were not able to — 
high medical debts, they were not able to — did not have the fluidity 
in their economic situation to sell their house, their largest asset, 
they have already dipped into their savings or their retirement 
funds, as the Burns had done, but they were sort of locked into the 
situation because the value of their house had decreased perhaps 
below the mortgage level and so that asset on which they might 
have counted was no longer available. 

So your advice as a lawyer would be that your bankruptcy was 
going to — you would actually be advising people more to go into 
bankruptcy because of the present economic situation. 

I have to say something about the anti-abuse section and that is 
that in the 2005 bill earlier is that it was not considered or was 
rejected with some limitation on the homestead exemption. It is 
very frugal. In Alabama, it actually is malpractice practically not 
to advise someone to move to Texas or Elorida with their incredibly 
generous homestead exemptions. 
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So if you wanted to stop abuse, this little narrow section that Dr. 
Mathur talks about is just not where you want to put your atten- 
tion. You might want to put your attention on a much larger prob- 
lem with a much larger asset than somebody, even if you are talk- 
ing about $42,000 in credit card debt, which, most of the time, you 
are not talking about that. 

The notion, I think, that we have people who are out there trying 
to defraud, we have people who are doing just what you were talk- 
ing about, they are in this terrible situation, they are trying to fig- 
ure out a way out. They do not have access to their home as an 
asset and they are not planning ahead. 

As a matter of fact, most people are planning not to go into bank- 
ruptcy. They are finding ways not to go into bankruptcy instead of 
planning what they are going to do so that they can somehow game 
the system in bankruptcy. 

People do not want to do it, because, in part, as Ms. Burns de- 
scribed it, it is an extremely humiliating, shameful condition. In 
The Two Income Trap, Professor Warren discussed the fact that 50 
percent of American families teeter on this razor blade with the 
idea that they might have to file bankruptcy. 

Well, if there is a divorce next door, you know if somebody moves 
out, there are suitcases on the lawn. If there is a bankruptcy next 
door, you do not know it. So this is something that is happening 
and lots of families who just simply do not know it. 

If I could address one thing that Dr. Mathur said, and I apolo- 
gize for taking your time to do this, she said that medical indebted- 
ness has not increased over the past decade or so. 

Without arguing with that position, which I think is arguable 
given what has happened to medical costs, it makes no sense for 
her to say then that we have to — that she knows bankruptcies are 
up, that creditors, in fact, are being put into a situation where they 
are only going to get pennies back on their dollar. 

So we already have, without medical bankruptcies going up, we 
already have this upward pressure, supposedly, on interest rates 
and on restrictions of capital. 

If we only were talking about 29 percent of people, which is the 
number, I think — is that the number that you are willing to accept? 
My recollection from the House testimony is your number was not 
significantly different from 29 percent. 

If we are only talking about 29 percent of the people who have 
medical bankruptcies and that the system is unfair to them, why 
in the world would you not fix it? 

Senator Franken. I have to agree with that. Dr. Furchtgott- 
Roth, I think we disagree on whether health care reform, the 
health care reform that we are talking about now and Congress 
should pass, and you said that kind of the way we are going will 
increase bankruptcies. 

I want to ask you how many bankruptcies because of medical cri- 
ses were there last year in Switzerland? 

Ms. Furchtgott-Roth. I do not have that number in front of 
me, but I could find out and get back to you. 

Senator Franken. I can tell you how many it was. It is zero. Do 
you know how many medical bankruptcies there were last year in 
France? 
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Ms. Furchtgott-Roth. I do not have that number, but I can get 
back to you, if you like. 

Senator Franken. The number is zero. Do you know how many 
were in Germany? 

Ms. Furchtgott-Roth. From the trend of your questions, I am 
assuming the answer is zero, but I do not know the precise amount 
and I would have to get back to you. 

Senator Franken. You are very good and very fast. The point is 
that I think we need to go in that direction, not in the opposite di- 
rection. Thank you. 

Ms. Furchtgott-Roth. Do you know the cancer survival rates 
in those countries? 

Senator Franken. You know, you have picked on one — and if you 
look at that study, did you know that we pick, easily, much more 
easily survivable cancer rates? So if you want to start getting into 
digging deep into studies, that study is not legitimate. I have heard 
that before. 

That is because we find easily survivable cancers that count as 
ones that we survive. So you can cherry-pick stuff to find one little 
place where somebody says our system works better than the 
French or the Germans, but we are talking about bankruptcy here 
today. 

The fact of the matter is you are saying that if we go more to 
a French system or a Swiss system, that we will have increased 
bankruptcies, but the fact is they do not have bankruptcies and we 
do for medical care. 

Thank you. 

Ms. Furchtgott-Roth. The fact is also that the Himmelstein 
study did not 

Chairman Whitehouse. Senator Feingold. 

Ms. Furchtgott-Roth. — prove that there is a problem. 

Chairman WHITEHOUSE. Thank you very much. 

Ms. Furchtgott-Roth. When Dr. Pottow was saying about how 
surveys are a very good way to 

Chairman WHITEHOUSE. Senator Feingold is recognized. We have 
time for each Senator to ask their questions and answers. 

Senator Feingold. Thank you, Mr. Chairman, for holding this 
hearing to call attention to this very important topic. I support 
your bill, S. 1624, and ask that you add me as a cosponsor, please. 

I agree with you that the issue of medical bankruptcy should be 
part of the upcoming health care debate in the Senate. I opposed 
the bankruptcy reform bill that became law in 2005 for many rea- 
sons, but the overriding reason was that I believed it was a blunt 
instrument designed and pushed by powerful interests in the bank- 
ing industry that would harm the most vulnerable Americans while 
achieving very little of the abuse prevention that was supposedly 
its purpose. 

So the situation we now have with medical bankruptcies is a 
prime example of the shortcomings of the law. So I commend you 
for focusing the Senate’s attention on this. 

The rising cost of health care is, of course, well known to every- 
one here and everyone in the country, but the effect of those cost 
increases on bankruptcy filings is not as well known. 
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One recent study estimates that medical debt is responsible for 
over 60 percent of bankruptcy filings in this country. That is really 
an extraordinary number. While I recognize that there is some de- 
bate over that number, virtually everyone agrees that the number 
of bankruptcies attributable to medical problems is growing very 
rapidly. 

Now, this problem is hitting the elderly especially hard and, re- 
member, these are the people who almost always have insurance 
coverage because of Medicare. Yet, the percentage of bankruptcy 
filings by people over the age of 65 is over three times what it was 
in 1991 and medical debt is almost certainly a big part of the rea- 
son for that. 

So we have an increasing number of Americans filing for bank- 
ruptcy because of medical debt, yet they face a bankruptcy system 
that was designed to put roadblocks in their way because Congress 
said it wanted to weed out deadbeats and spendthrifts. 

It is a minor example, but let us take the requirement that has 
already been discussed of credit counseling. What exactly is a cred- 
it counselor going to tell a family that has lost everything as they 
struggled to pay the medical expenses for a fatally ill child, like one 
of our witnesses today, or faces huge medical bills and nearly com- 
plete loss of income because of the catastrophic illness of the pri- 
mary breadwinner? What purpose is served by the burdensome pa- 
perwork requirements of the means test in cases like that? 

It is time for Congress to recognize that the 2005 bankruptcy re- 
form bill is causing unnecessary and unfair hardship to people who 
no one thinks are abusing the system. 

Senator Whitehouse’s bill contains some common sense and quite 
moderate measures to try to reduce the burden for people whose 
financial problems are caused by medical problems. It is an impor- 
tant piece of the very complicated and very important puzzle that 
the Senate is going to be addressing in the next few months. 

I want to ask Professor Pottow to elaborate on his written testi- 
mony concerning the role that medical expenses are playing in the 
increasing number of bankruptcy filings by the elderly. 

To me, this is a chilling statistic, because Medicare is supposed 
to alleviate the financial hardship of medical problems for the el- 
derly. What is happening here? 

I would also like to hear from my friend, Elizabeth Edwards, on 
this point, as well. 

Mr. Pottow. Thank you. Yes. This is a very disturbing trend and 
I am glad you are asking for the numbers and the data, because 
even these credit counseling requirements, they cost, on average, 
about 50 bucks. And going through twice, I am sure you, Ms. 
Burns, had to pay for them. So even if you pass the means test, 
you still have to pay for this. 

In terms of the elderly, the data that I had is on the survey evi- 
dence specifically saying, “Why did you file for bankruptcy? Was it 
a medical reason, medical problem” 39.1 percent of the people who 
are 65 or older for the primary or secondary petitioner or 6.8 per- 
cent of another family member said yes. If you specifically said, “It 
was medical bills were the reason I filed,” you can add another 32.5 
percent. 
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Anyone answering either of those reasons was 49 percent. So half 
of the people are actually specifically saying on a questionnaire it 
was because of an illness or because of a medical bill and these are 
people over 65 who should be covered predominantly by the Medi- 
care program. 

So that is why I want to urge this Committee, let us not lose the 
forest for the trees. We can debate 60 percent, 40 percent. We are 
talking about big numbers and at a certain point, your job is to 
move things forward, I believe. 

Four percent of them had to mortgage their home, of the over 65, 
to finance these medical bills; loss of 2 weeks of wages was 11 per- 
cent, that is less interesting because a lot of them are retired al- 
ready of the over 65 group. 

Then for a definition that sort of gets at what you guys are talk- 
ing about with this bill here: incurred more than $5,000 or 10 per- 
cent of their annual income in out-of-pocket expenses was 30 per- 
cent of the over 65 group. 

I will let Ms. Edwards talk now. 

Ms. Edwards. The elderly, 50 percent or more of people who 
come into Medicare come in with two or more chronic conditions. 
So you are talking about a population that is generally sick and it 
is not just they are sick today, they did not jump out the window 
and break their arms. 

They have chronic conditions that are going to continue to cost 
them money and it is one of the reasons why it is really important 
for them to have access, non-punitive access to bankruptcy. 

I have to say this is also true in terms of chronic conditions. A 
large number of these people who are coming into bankruptcy court 
with these extraordinary medical expenses, the extraordinary med- 
ical expenses are unlikely to be from — or they are less likely to be 
from a single catastrophic incident, an accident or something, as 
they are from the kind of condition of cystic fibrosis or cancer that 
have long-term costs over time, which is why the means test turns 
out not to be particularly adequate, because what happens to these 
people is they get into the system, they have got a repayment 
schedule, the condition still exists. 

The medical condition still exists. They are still going to — the 
day after they file bankruptcy, they are still going to have medical 
costs that they are incurring. 

So if they could start with a cleaner slate, again, it would make 
an enormous difference in the lives of these people and the ability 
they have to pay attention to what it is they should be paying at- 
tention to — the health of their family or the health of themselves. 

I wanted to, if you do not mind, answer a question. Cancer, in 
the test with respect to cancer, cancer is not identified adequately 
in our population, because it is not adequately identified in the un- 
insured population. 

When you do not have an uninsured population, when you have 
universal care, more cancers are going to be identified and, there- 
fore, the cancers in the least well population, the population with 
the poorest health, which are the people who are least likely to be 
insured, are going to be treated in other countries and not here. 

Senator Feingold. Thank you, Ms. Edwards. 
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Professor Pottow, can you just clarify another matter? People 
who make less than the median income are not subject to the 
means test, but they still have to comply with the test’s burden- 
some paperwork requirements. Is that not one of the things that 
this bill would change? 

Mr. Pottow. Yes, indeed. And another consequence, too, is that 
everyone, after this bill in 2005, has to pay much more for the at- 
torneys’ fees. This paperwork has caused attorneys’ fees to go up 
by about 50 percent, and that is not just my data. That is con- 
firmed by the General Accounting Office. 

So the big winners are the people who process the system in 
terms of the fees. It has made everything more expensive. Even, I 
must say, pursuant to Deficit Reduction Acts, the filing fees for 
bankruptcy have gone up, not only the attorneys’ fees. 

So every step of the way, it is cutting down these people with in- 
cremental costs, even if they ultimately end up succeeding and 
passing the means test, they still get dinged by these costs along 
the way. 

Senator Feingold. Thank you, Mr. Chairman. 

Chairman Whitehouse. Thank you very much. Courtesy among 
Senators is very important around here, and so I had to cut off Ms. 
Furchtgott-Roth because it had become Senator Feingold’s time and 
she was still addressing Senator Franken. 

But now that it is back to my time, I would like to invite her to 
finish whatever it was that she wanted to say, and then I will have 
a question for Ms. Burns. 

Ms. Furchtgott-Roth. Thank you very much, Mr. Chairman. I 
just wanted to say that even though I agree with Mr. Pottow that 
survey data are a standard way of finding results and economics, 
this particular survey, in the Himmelstein, that he used is not 
standard. He had 5 , 251 , a sample of that size, but then he whittled 
it down to 639. So there were all these observations he did not use 
and it was not necessarily random with that small amount. 

Second, the reasons for medical bankruptcy were not distin- 
guished. If you had $1,000 of uncovered medical spending in 2 
years, you were counted as being medically bankrupt. That is $500 
in 1 year. Many families have $500 with dental appointments, co- 
payments, that kind of thing. 

Also, he said that a loss of 2 weeks income from illness automati- 
cally put you into a medical bankruptcy category, even if you did 
not have medical expenses at all. 

So say you were a salesman and you had 2 weeks off because of 
the flu. You were still counted as being medically bankrupt. That 
is not standard survey economics or sociology technique. 

Thank you. 

Chairman WHITEHOUSE. Thank you. Just one final question. 
Should Ms. Burns have had to undergo credit counseling in her cir- 
cumstance? 

Ms. Furchtgott-Roth. I think that all the decisions that Ms. 
Burns made were absolutely right in her circumstances. 

Chairman WHITEHOUSE. And should she have had to undergo 
credit counseling in her circumstances? 

Ms. Furchtgott-Roth. I do not know the answer to that ques- 
tion. 
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Chairman Whitehouse. Under what circumstances could the an- 
swer possibly be yes? 

Ms. Furchtgott-Roth. I think that making policy by anecdote 
of one person is not a good idea. 

Chairman Whitehouse. I did not ask you policy. I asked you 
should Ms. Burns have been subjected to credit counseling. 

Ms. Furchtgott. And I said that whatever happened to Ms. Burns 
was absolutely correct and that I do not comment on what she 
should have done and what she should not have done. She had ex- 
tremely unfortunate circumstances and I think that she and her 
husband have borne this in an extraordinary manner. 

I myself would not have been able to get up and testify the way 
she has without managing to hold myself together the way she has, 
and I have great admiration for her and her husband and all the 
rest of her family, also. 

Chairman WHITEHOUSE. Ms. Burns, could you tell us a little bit 
more about the actual process as it worked out for you and for Mr. 
Burns as you came to file? 

You mentioned the credit counseling, you mentioned the docu- 
ment preparation. Could you flesh that out a little bit and tell us 
how long it took, what it was like? 

Ms. Burns. We are still actually in the process. We first met 
with lawyers in April, about a month after our son passed away, 
which was incredibly difficult. We did not have all of our paper- 
work. We were sort of between homes. We were living in D.C., then 
living with friends. So it took some time for us to gather all that 
paperwork, because it is quite extensive. Lots of documentation is 
needed. 

So as that process went on, we learned that it would cost $1,300 
in a filing fee. We had already paid $250 as a retainer, which 
helped stop the calls that we were getting from our creditors for 
a short time. They are starting again. 

In terms of once we found out that it was going to cost $1,300, 
we did not have that money. We came back with literally nothing. 
We lost our son and we literally had no assets. 

So it took some time for us to find a way to get some money to 
pay the actual filing fee. So that happened in August. Again, we 
needed to clarify some of the documentation, some of that sort of 
thing. 

In September, we sat down to take the credit counseling course 
and it was sort of a slap in the face, honestly, and we have not yet 
finished that course. We logged off and needed to walk away from 
it for a little while. 

So our plan is to do that. We have not done it yet, though, be- 
cause it is really incredibly painful to go back in and we had to re- 
ascertain all of the numbers that we had given to our lawyers and 
sort of re-dredge up all of that information in order to — it was not 
just the questions about how could we have not gone bankrupt. It 
was, again, having to give every single bit of information about in- 
come, debt, where our debt is coming from, what the amounts are, 
and having to go step-by-step through that process again. 

Chairman WHITEHOUSE. Even though you had already done it 
with your lawyer, you had to do it again for this program. 
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Ms. Burns. We had to do it again for the program and there is 
no doubt, in our minds, that we are filing bankruptcy. There is no 
doubt, there is no question, in our lawyer’s mind, that we need to 
file bankruptcy. 

It is simply you need to do this, because, well, that is the rule 
and you need to do it. 

Chairman Whitehouse. But you have no choice. You still have 
to 

Ms. Burns. We do not have a choice. 

Chairman WHITEHOUSE. Is there a person that you are talking 
to or is it just a computer program? 

Ms. Burns. It is a computer program and they actually called — 
they did call us, because we logged in, started the process, and we 
stopped. 

So a few weeks after that, we did get a call saying, “Hey, were 
you having a problem with the system,” with the computer part of 
it, which was not the problem. And we also, after we file, need to 
take anther course. 

Chairman WHITEHOUSE. There is nobody you could go to and say, 
“Listen, you do not understand.” 

Ms. Burns. No. 

Chairman WHITEHOUSE. “My son died and here are the cir- 
cumstances that we are in.” 

Ms. Burns. No. 

Chairman WHITEHOUSE. “Putting me through this is prepos- 
terous. Would you please stop it?” You just have to go and keep 
going to that computer program. And it is just a computer pro- 
gram. It is you versus the computer. There is not even a person on 
the other side. 

Ms. Burns. Right. And we will need to do it again after we actu- 
ally go through the filing process and meet with the judge. It is a 
requirement after you file, as well, so that you can, I guess, get an 
idea of how to not do the same thing again in the future, which 
is an incredibly hurtful idea that I am not looking forward to. 

Chairman WHITEHOUSE. Well, I can appreciate that. And on top 
of being subjected to, did you say, 20 or 30 collections calls a day, 
including right into the hospital where you were tending your 
son 

Ms. Burns. Yes. It was 30 calls a day to each of our cell phones. 
We each had a cell phone and that was our lifeline to our family 
back home, particularly when we were in D.C. And we had to shut 
our phones off. I mean, it was 60 calls a day. 

Chairman WHITEHOUSE. I could see that, as difficult as it would 
be, the first four or five or even 10 times having to explain what 
your circumstance is and what your family circumstance is and 
where you are and your son are right there and he is in an inten- 
sive care unit. 

But 20 or 30 times, it must just get to be extraordinarily burden- 
some to have to have that conversation over and over and over and 
over and over and over again. 

Ms. Burns. Absolutely. And we did make a good faith effort, 
when we knew that our money was running out, to contact all of 
our creditors and we really did not get anywhere with them and 
then the calls started and did not stop and still continue. 
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Chairman Whitehouse. And because of the delay in getting 
through the bankruptcy process, which is caused by the delay in 
having to go through this completely nonsensical credit counseling, 
you also continue to have to answer those questions about your 
debt situation and deal with collection calls. 

Ms. Burns. Yes. Yes, we do. 

Chairman WHITEHOUSE. I am sorry. 

Ms. Burns. Thank you. 

Chairman WHITEHOUSE. The Ranking Member? 

Senator Sessions. Well, sometimes — let me just say this about 
credit counseling. You can go to a local credit counselor and you 
can also get approved to not have to pay that and we do know that 
quite a number of people who are in bankruptcy have difficulties 
managing their money and they did not know some things that got 
them into trouble. 

Had they been able to learn more about how to manage money, 
they could avoid that in the future, and that is why, when the gov- 
ernment starts to regulate anything, take over health care, you 
have rules and that was one of the rules we agreed to on the bill, 
that a person would inquire before they file, because they can find 
that they are able to work out a bankruptcy and there are other 
ways to avoid it, and, hopefully, you can 

Chairman WHITEHOUSE. Can I interrupt you for a question? 

Senator Sessions. Yes, you can. 

Chairman WHITEHOUSE. In what way could there possibly be 
more intrusive government regulation than to have the government 
require that Ms. Burns, who has just lost her son, has to deal with 
a computer for weeks at a time and do all this stuff, with abso- 
lutely nobody to talk to and let her out of the situation? 

Senator Sessions. It is not weeks at a time. It is you file the 
matter and if you have got the information, you provide it to your 
lawyer. I am under the impression it can be done within an hour. 

Chairman WHITEHOUSE. Did it take you an hour? 

Ms. Burns. No, it did not and, unfortunately, we have been be- 
tween three houses, three different living arrangements since we 
returned from Washington when we lost our son, which included 
having to clean out our house, having to put our things in storage 
because our house was going to be foreclosed on, and it was fore- 
closed on in August, we lost it, and trying to obtain other housing. 

There were other things that were a little bit more relevant to 
our daily living, which included finding somewhere to live, having 
enough money to buy food and gas, trying to find employment, and, 
unfortunately, this particular thing just added an undue burden. 
And when I cannot avoid having to find money for good and gas, 
this other thing, I need to put that aside. 

Senator Sessions. Well, there would be a potential option for you 
to seek to be able to go through that without a pay fee. 

What about the $250? That is the initial retainer you paid the 
attorney. What do you expect the attorney’s fees to be when the 
process is complete? 

Ms. Burns. I had no idea what the attorney’s fees would be, I 
truly did not. 

Senator Sessions. What did they tell you in addition to the 
$250? 
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Ms. Burns. $1,300. 

Senator Sessions. What about the attorney’s fee? 

Ms. Burns. I know the filing fee is $1,300. I am sure that there 
are other expenses that are going to be included. 

Senator Sessions. They did not tell you how much an hour they 
charge for that. 

Ms. Burns. We just got a set rate. 

Senator Sessions. Or whether they would charge a fiat fee. 

Ms. Burns. They told us $1,300. I honestly 

Senator Sessions. Well, it is going to be more than $250, I think. 

Ms. Edwards. I would take that as a question to me, although 
you are just sort of nodding to me. I think that there are some sort 
of straight bankruptcies that are actually available at fairly limited 
cost. That is not the kind of work I did, so I cannot really speak 
to that. 

But I think that there are some — I do not know what fees she 
is going to face, but I know that in my home district, the eastern 
district of North Carolina, that there are lawyers who do bank- 
ruptcies that sound similar to the one that the Burns are having 
to file that could be easily in that range. 

Senator Sessions. You mentioned the homestead exemption. I 
have always thought that this was bizarre, that a person would be 
able to keep a multimillion dollar home and not pay their doctor 
or anybody else that they owed money to. 

Do you have any feelings about that? That was a matter that we 
discussed and debated in the Senate when the bill came up and I 
supported — was it Senator Kennedy and I were in agreement on 
that issue. It came out $1 million, were you able to cap that at $1 
million or is it unlimited now? 

Ms. Edwards. I believe it is unlimited still. I think it came out 
of the Senate bill, but it did not survive in conference. 

Senator Sessions. We passed it in the Senate and it did not sur- 
vive conference, which is breathtaking to me that an individual can 
move to Elorida or Texas or maybe Kansas and buy — they know 
they are going into financial difficulty. They buy a multimillion dol- 
lar home, pay cash for it, it is all equity in the home and then pay 
nobody that they legitimately owe debts to. 

Ms. Edwards. When you are talking about the abuse, and I 
think that there is a narrow sliver of abuse, but my personal expe- 
rience was you really do not see that much of it in actual practice, 
except perhaps for the advice to people that they should move to 
one of these states with such generous exemptions. 

But your general concern about there being abuse, I think that 
these bankruptcy judges, for whom I have enormous respect, sit up 
there every day and hear one sad story after another sad story and 
they are very good at telling the difference between somebody who 
has got a legitimate case where they have ended up in bankruptcy 
court, sometimes because they have acted irresponsibly, sometimes 
because they have circumstances. 

But those conditions of fraud, the bankruptcy judge has an op- 
portunity to dismiss those cases. They can dismiss those cases. So 
when those situations exist that Dr. Mathur is concerned about, 
that you are concerned about, somebody is jumping out of the win- 
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dow, economically, at the chance of breaking their arms, I think 
that you can count on judges being able to identify this. 

They are in the very best position, honestly. They are sitting 
with the debtor in front of them, with the creditors, who are going 
to give information, if they know it, right there in front of them. 

The least likely people to make that determination are the peo- 
ple, frankly, including myself, sitting in this room so far away from 
these individual situations. 

Senator Sessions. There is no doubt that overwhelmingly, the 
people that file for bankruptcy are entitled to it legally and prob- 
ably benefit from it. I think a lot of people, if they knew the options 
and can negotiate some of the debts that they may have, might be 
able to work their way out of — avoid bankruptcy and would feel 
better about themselves and their credit rating if they are able to 
do so. 

But when you have huge debts from medical care or other rea- 
sons or maybe just improvident living, that they just are not able 
to pay them, I think one of the great things about America is you 
can wipe out those debts and start over and it is something that 
I appreciate. 

Mr. Chairman, this is a good discussion. I am sure we will con- 
tinue it. We have a number of articles and studies that I would like 
to introduce as part of the record. We may ask these witnesses ad- 
ditional questions. 

I would just say that right now, in America, a person who is hit 
with a huge medical bill, if their income is below median income, 
the average — well, not average — median income in America, they 
can wipe out all those debts. 

If their income is above that, they can attempt to wipe them all 
out and the judge would decide whether or not they are able to pay 
some of them back, set up a repayment schedule under the Chapter 
13 procedure and they would pay some of those debts back. 

I think that is a legitimate process. I believe that is a moral ap- 
proach that is consistent with our heritage and will eliminate — has 
eliminated some abuses. 

So thank you. 

Chairman Whitehouse. I thank the Ranking Member very much 
for his courtesy and his participation in this hearing. I think we 
come at this from slightly different angles. I look at the credit card 
industry as having been behind the bankruptcy reform and that its 
primary purpose was to keep people harassed longer before they 
could get into bankruptcy, because at that point, they would be at 
30 percent and they could keep getting billed. 

So we have different views about the motivations and what was 
behind it, but I hope that this hearing creates the seeds for an 
agreement that people who are in Ms. Burns’ position, having to 
go through the means testing, having to go through credit coun- 
seling and things like that simply does not make any sense. 

It is a terrific and unjustified government intrusion, I believe, at 
the behest of the credit card industry, but that is neither here nor 
there, into their lives in a way that if you could, frankly, sit down 
with anybody, I think if even Ms. Mathur and Ms. Furchtgott-Roth 
were on the other side of the phone conversation with Ms. Burns, 
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they would say, “You are right, you do not have to go through this, 
this is a ridiculous situation that you are in.” 

So I think that there is at least the seeds for some potential fur- 
ther discussion and agreement on this issue and I appreciate very 
much your participation. 

Senator Sessions. Well, I think there is a possibility of further 
discussions and maybe we can reach some agreement. 

But I would just tell you that I do not agree with the idea that 
the bankruptcy legislation that got 83, I believe, votes in the Sen- 
ate, people like Senator Hillary Clinton, who originally opposed it, 
studied it and voted for it, because they concluded it was a fair 
piece of legislation. 

And it is a concern that people run up any kind of debts, credit 
card or otherwise, and just not pay them and they have advertise- 
ments on television. They can tell people that they can file bank- 
ruptcy and stay in their home 2 years and we fought over that and 
were able to improve some of that. 

There are abuses in the system and these economists over here 
would tell you that if people are abusing the system, it is not just 
the credit card companies or the banks that lose, but everybody has 
to pay a higher rate of interest, in other words, to carry those 
losses. 

So I just am a little — my back gets up a little bit when it is sug- 
gested that the bankruptcy legislation was a piece of legislation de- 
signed for special interests and did not have a good public policy 
behind it. 

I stated in the core of the bankruptcy legislation that if you make 
below median income, you can wipe out all your debts. If you make 
above median income, unless the court finds that you can pay some 
back, you do not have to pay any back, and if the court finds you 
can pay some back, Mr. Chairman, should they not pay some back? 
Should they not pay the debt they obligated? 

Chairman Whitehouse. I think that there is a distinction that 
can be reasonably drawn between people who have deliberately run 
up debts and should pay it back and those who 

Senator Sessions. So you are saying if they have a medical bill, 
they have no obligation to pay their hospital, because that came 
out of the blue and they did not plan for it. 

I would say you have an obligation if you can. If you cannot, you 
should not have to pay it and that is what the law says. If you can 
pay some of it, you can and should. If you cannot, you do not have 
to. 

Chairman Whitehouse. And I think what we are seeing over 
and over again — and, again, it relates back to the nature of the 
American health care system — is that because we leave families 
with this responsibility and do not have the kind of health care sys- 
tem that some other governments and countries do and because the 
health insurance industry sells products to people that lead them 
to believe that they have coverage, that it is complete and that 
they are protected, but ultimately somebody does something, 
through no fault of their own, in particular, a grievous illness in 
the family. 

It strikes me that at that point, we are asking enough of that 
family if we are sending them into bankruptcy because of an 
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unforseen health care emergency and the question of whether or 
not they should pay a little or a lot is really secondary to the ques- 
tion of why it is necessary for American families to go into bank- 
ruptcy because of health care emergencies in the first place. 

But as long as they do, I think they are entitled to be treated 
fairly and I think this legislation is at least designed, we can dis- 
agree over the elements of it and we can talk further, but it is at 
least designed so that for Ms. Burns and people like her, the bank- 
ruptcy experience is not so prolonged, expensive, humiliating and 
unnecessary. 

The record of the hearing will remain open for an additional 
week for anything that the Ranking Member wishes to add or that 
anybody else wishes to add. 

I once again appreciate the participation of all the witnesses, ap- 
preciate very much the participation of the Ranking Member. I 
think this has been an interesting and a lively hearing and I am 
grateful for it. 

Thank you. 

[Whereupon, at 11:41 a.m., the hearing was adjourned.] 

[Questions and answers and submissions for the record follow.] 
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QUESTIONS AND ANSWERS 

Medical Debt: Can Bankruptcy Reform Facilitate a Fresh Start? 


1. In your oral and written testimony before the committee, you focused primarily on 
national healthcare proposals, explaining why you believe they are fundamentally 
flawed and will harm, rather than aid, the people at risk for bankruptcy. This focus 
led some to question your knowledge of S.1624, the Medical Bankruptcy Fairness 
Act. In fact, you had previously written an article entitled 'The Healthcare 
Bankruptcy Myth," disputing the flawed statistics in a medical bankruptcy study 
conducted by Professors Himmelstein, Warren, and others. It was clear from your 
written and oral testimony that you believe the current healthcare proposals are both 
unwarranted and counterproductive; would you please elaborate your concerns about 
S.1624 specifically. 

I have serious concerns about S.1624, the Medical Bankruptcy Fairness Act of 2009. 

"Medically distressed debtors" are defined broadly in the legislation, leading to 
potential abuses.’ The bill is not limited to patients, but also includes caregivers. It 
includes those who "experienced a downgrade in employment status that correlates to 
a reduction in wages or work hours,"^ so someone who switches to part-time work or 
an easier job to care for an ill, injured, or disabled dependent would qualify to walk 
away from debts. 

Further, in S. 1624, to identify as a medically distressed debtor, an individual could 
incur medical debts of less than $10,000 or 10 percent of his income within a twelve 
month period.^ According to the U.S. Census Bureau, the 2008 real median household 
income in the United States was $50,303.^ This then, could allow debtors to qualify for 
the medical bankruptcy provisions if their medical debt was above $5,000. The Nielson 
Report shows that the average outstanding credit card debt for households that had a 
credit card in 2008 was $10,679 Consequently, households could file for medical 
bankruptcy even though high credit card debt might actually have been the real reason 
for filing and not medical debt. This could increase abuse of the bankruptcy system. 


' U.S. Senate "Medical Bankruptcy Fairness Act of 2009". Ill"' Congress, 1" session. S. 1624. Washighton: 
GPO, August 2009. Available at: http: / /frwebgatc.access.gpo.gov /cgi- 
bin/getdQc.cgi?dbname=lll cone bills&docid~f:sl624i5.txt.pdf 

2 Ibid 

3 Ibid 

t U.S. Census Bureau, "Income, Poverty, and Health Insurance Coverage in the United States: 2008," 
Available at: http: / / www.census.eov / prod /2009pubs/ p60-236.pdf 

5 Ben Woolsey and Matt Schulz. 2009."Credit Card Statistics, Industry Facts, and Debt Statistics, " 
Available at: 

htt p:/ /www.creditcards.com /credit-card-news /credit-card-industrv-facts-personal-debt-statistics- 
1276.php#debt 
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In addition, S.1624 would eliminate the means testing. Under the provisions of Chapter 
7 bankruptcy, medical debtors, who might be able to afford to pay off a portion of what 
they owe, would not only be able to eliminate all medical debts, but all credit card debts 
as well, causing further abuses of the bankruptcy system. 


2. In your testimony, you quoted from an article by Ezekiel J. Emanuel and Victor R. 
Fuchs, entitled "Who Really Pays Elealth Care Costs? The Myth of "Shared 
Responsibility," published on March 5, 2008 in the Journal of the American Medical 
Association. That article discusses how insurance premium costs are passed along to 
workers through lower wages, higher taxes, and decreased availability of other 
government services. In your testimony, you argued that the current healthcare 
reform proposals would increase bankruptcies by increasing health care costs, 
increasing health insurance premiums, and decreasing the quality of care many 
people receive. 

a. Would S.1624, which makes it easier for patients to avoid paying the providers of 
their healthcare for uninsured portions of those services, increase health care costs 
for paying patients? 

S.1624 would increase health care costs for paying patients as well as for insurance 
companies. A study of more than a million Chapter 7 cases closed between 1994 and 
2002 by the Department of Justice's United States Trustee Program (USTP) shows that 
in 96% of the cases, no funds were collected and distributed to the creditors.*’ The debts 
that are not paid affect the prices paid by all consumers of goods or services provided 
by the firm. Everyone pays more when individuals default on debt. 


b. If it becomes easier for patients to avoid paying amounts owed as co-pays or 
deductibles under their current insurance plans, how is that likely to affect the costs 
of health insurance? 

Health care providers are likely to increase their prices to make up for these lost 
copayments. The increasing burden of unpaid debts would ultimately fall on other 
patients, because medical professionals would increase prices or cut back on the quality 
of care in order to swallow the high costs associated with medical bankruptcies. 


c. If your answer to part "2b" indicated that costs would go up, what effect would that 
likely have on the unemployment rate in America? 


^ Flynn, Ed, Gordon Bermant, Suzanne Hazard. "Bankruptcy by the Numbers." United States Trustee 
Program (USTP), Department of Justice. Available at: 

http:/ /WWW. iustice.gov/ust/eo/uublic affairs/articles/docs/abil22002.htm 
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Increases in the cost of health care will act like a tax. Higher taxes leave Americans less 
to spend on other goods and services and decreases demand, leading to more 
unemployment. Increased insurance premiums are likely to decrease demand for 
goods and services, deepening the recession and leading to higher unemployment. 

With the unemployment rate now at 10.2% for October, announced on November 6, this 
is a serious concern for many Americans. The fragility of the economy is such that 
anything that would discourage hiring should be avoided. 


3. In her paper entitled "Bankruptcy and Consumer Behavior: Theory and Evidence 
from the U.S.," Economics Professor Michelle }. White of the University of California, 
San Diego reached the following conclusion: 

On the credit market side, generous bankruptcy exemptions increase consumers' 
demand for credit by providing partial consumption insurance, but cause 
lenders to reduce the supply of credit by increasing the probability of default. In 
states with higher bankruptcy exemptions, consumers are turned down for 
credit more often and pay higher interest rates. If they have high assets, they 
hold more credit in high-exemption states; while if they have low assets, they 
hold less credit in high-exemption states. 

As you know, a bankruptcy exemption is, in the words of Justice Antonin Scalia of 
the United States Supreme Court, defined as "an interest withdrawn from the 
[bankruptcy] estate (and, hence, from the creditors) for the benefit of the debtor." 
Owen V. Owen, 500 U.S. 305, 308 (1991). S.1624 would allow people who meet the 
definition of a "medically distressed debtor" an exemption of $250,000 for their 
homes, which is greater than the amount provided by the laws of most states. Based 
on this fact and your expertise in economics, do you think S.1624 is likely to have the 
effect described by Professor White above? 

S.1624 does permit higher bankruptcy exemptions than current law and thus would 
increase consumers' demand for credit by providing partial consumption insurance. 
This would then cause lenders to reduce the supply of credit and increase interest rates. 
Consequently, I do agree with the effects described by Professor White. 


4. At the hearing. Senator Franken asked you several questions about the number of 
medical bankruptcies in Switzerland, France, and Germany; he then asserted that 
there were no medical bankruptcies in those countries. It is true that all of those 
countries have some form of socialized healthcare system, resulting in very few 
individuals having any medical debts; however, the bankruptcy laws of those 
countries also offer only very limited opportunities for debtors to obtain a discharge 
from their debts, whereas the bankruptcy laws of the United States provide broad 
avenues for discharge of debts in bankruptcy. In short, that means that a European 
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debtor in bankruptcy will still be required to pay some, if not all, of their debts, 
whereas a debtor under Chapter 7 of the American bankruptcy code can walk away 
from all of his debts and only lose whatever nonexempt assets he had at the time of 
filing. 

a. Given the above-stated facts about European bankruptcy laws, do you think 
people in those countries would have much incentive to enter bankruptcy as a result 
of medical bills, even if those countries did not have a socialized healthcare system? 

The personal bankruptcy law in the United States allows individuals who file for 
Chapter 7 bankruptcy to clear/wipe all of their debts, without losing all of their assets. 
Depending on the level of exemptions allowed in state filings, individuals can keep 
some or even all of their assets. Filing for personal bankruptcy can, therefore, give 
financially distressed individuals a "fresh start". This is reflected in the number of 
bankruptcy filings seen in the United States. 

In contrast, individuals filing for bankruptcy in European countries are required to pay 
most of their debts over a sustained period, and in many cases have to give up their 
homes. In circumstances where there are no opportunities to walk away from their 
debt, there arc very few incentives to file for bankruptcy, medical or otherwise. A 2006 
paper by Michelle J. White, "Personal Bankruptcy Law; Abuse Prevention versus 
Debtor Protection" shows that while there were 6.8 non-business bankruptcies filing per 
1,000 population in the United States, there were only 3.0 filings in France and 1.2 
filings in Germany per 1,000 populations.^ The bankruptcy laws result in fewer 
numbers of medical bankruptcies in those countries, regardless of the type of healthcare 
system. 

b. Given the ready availability of discharge of indebtedness under American 
bankruptcy laws and the fact that the United States does not a have a socialized 
healthcare system, is it not true that S.1624, which would make it easier for 
individuals with medical debts to obtain a discharge of all of their debts (not just 
their medical bills), would create greater incentives to abuse the bankruptcy system 
by accumulating medical debts? 

Chapter 7 bankruptcy law allows debts incurred as a result of medical expenses (as well 
as credit card debts and personal loans) to be discharged completely. (For instance, 
individuals with medical debts on their credit card can get rid of all the debts.) Under 
the Medical Bankruptcy Fairness Act, any individual who has a minimum debt of either 
$10,000 or 10 percent of their income within twelve months at any time in the three 
years before the filing is defined as "medically distressed debtor" and could file for 
Chapter 7 bankruptcy. Flence, patients or their caregivers with as little as $5,000 (10 


White, Michelle J. 2006. Persona! Bankruptcy Law; Abuse Prevention versus Debtor Protection, 
Available at: http://econ.ucsd.edu/~miwhitc/whitc-bapcua.pdf 
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percent of the U.S. median household income of $50,303) or less in medical debt could 
take advantage of the high exemption allowed and get rid of their credit card debt as 
well. Due to the ready availability of discharge of indebtedness under the bankruptcy 
law, individuals might even be tempted to accumulate some medical debts, so that they 
can wipe out all of their other debts when they file for bankruptcy as a medically 
distressed debtor, 

c. After the 2005 bankruptcy amendments, the United States' personal bankruptcy 
laws are very similar to those of Canada; however, Canada has a government- 
controlled, single-payer health insurance system. A recent article by Brett J. Skinner 
entitled "The Medical Bankruptcy Myth" points out that Canada's personal 
bankruptcy rate was 0.30 percent of the population in 2007. In that same year, the 
bankruptcy rate in the United States was 0.27 percent. Thus, the Canadian personal 
bankruptcy rate was similar to, but slightly higher than, that of the United States. 
Furthermore, Skinner asserts that, if we use the definition of a "medical bankruptcy" 
formulated in the Warren study, it is clear that so-called medical bankruptcies occur 
in Canada as well. In fact, among Canadians over 55 years old, approximately 15 
percent cited medical reasons as the primary cause of bankruptcy. Is it not true that 
these numbers contradict claims that government-controlled health insurance will 
prevent the bankruptcies of a large number of Americans? 

Analysis of Canadian and United States Government data have shown that, in 2007, the 
personal bankruptcy rates of Canada and the United States were .30 percent and .27 
percent, respectively.* Thus, research shows that, even with a government-controlled, 
single-payer health insurance system, the personal bankruptcy rate in Canada in 2007 
was similar to that of the United States. It is clear, then, that there is no evidence to 
support that the proposition that a government-run health care system would reduce 
medical bankruptcy in the United States. 


5. 1 understand that economists sometimes use the term "negative externality" to 
describe situations where one person takes a course of action that benefits that 
person, but imposes most of the costs for that course of action on the rest of society. I 
also understand that these situations are particularly attractive courses of action, 
because the benefit to the person taking the action will necessarily be greater than its 
costs to him. 

a. S.1624 would make it easier for people to obtain discharge of all of their debts, 
both medical and non-medical, by allowing them to file under Chapter 7 of the 


^ Brett Skinner & Mark Rovere, Fraser Aierl: Health Insurance and Bankruptcy Rates in Canada and the 
United States, July 2009, 

http://www.fraseramcrica.org/Conmierce.Web/product files/HealthlnsuranccandBankruptcvRates U 
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bankruptcy code. Chapter 7 involves complete discharge of all a person's past 
financial obligations. Is it not possible that S.1624 allows one individual to impose 
costs on everyone else who uses credit in America? 

As mentioned above, S. 1624 would lead lenders to increase interest rates on borrowing, 
thus imposing costs on everyone who uses credit. The bill would make it easier for 
individuals to file for bankruptcy under Chapter 7 and thereby discharge all of their 
debts, both medical and non-medical. Although this might be advantageous for the 
debtors, the burden would fall on the creditors and medical service providers. A study 
of more than a million Chapter 7 cases closed between 1994 and 2002 by the 
Department of Justice's United States Trustee Program (USTP) shows that in 96% of the 
cases no funds were collected and distributed to the creditors.^ As I discussed in my 
answer to question 2 above, the losses to creditors in those cases are likely to be passed 
on to the rest of the credit market's participants because the creditors must raise prices 
to compensate for the harm these losses do to profitability. Therefore, there is a 
substantial potential for S.1624 to create negative externalities in the healthcare market. 

b. If you answered question "5a" in the affirmative, is it not likely that S.1624 will 
increase the number of people filing bankruptcy, thereby increasing the costs 
imposed on everyone else? 

As a result of the ease with which all debts can be discharged under S. 1624, more 
people would be tempted to file for bankruptcy. The increase in the number of 
bankruptcy filings would raise the cost of borrowing on everyone else. 

The easy discharge of debts is likely to lead to increased filings because debtors file for 
bankruptcy when the marginal benefit of filing exceeds the marginal costs of doing so. 
For example, in their bankruptcy study report entitled "the Household Bankruptcy 
Decision," Scott Fay, Erik Hurst, and Michelle White concluded that: an increase of 
$1000 in households' financial benefit from bankruptcy would result in a 7-percent 
increase in the number of bankruptcy filings."'® 

c. If you answered question "5b" in the affirmative, is it not true that that S.1624 
would likely lead to less available healthcare service for most people in America? 

Under S. 1624, individuals who file for medical bankruptcy would avoid paying fees for 
medical services. Thus, the increase in bankruptcy filings, along with the rise in the cost 
of bad debts, would encourage medical service providers to raise their costs to all 


^ Flynn, Ed, Gordon Bermant, Suzanne Hazard. "Bankruptcy by the Numbers." United States Trustee 
Program (USTP), Department of Justice. 

http:/ / www.iu5tice.gov/ust/eo/pubKc affairs/articles/docs/abil22002.htm 
Scott Fay, Erik Hurst, and Michelle J. White, The Household Bankruptci/ Decision, American Economic 
Review, Volume, 92, 706 (2002). 
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Americans, making everyone pay more for health care. Furthermore, the increased 
prices of healthcare services would likely lead to higher insurance premiums, causing 
some employers to cease providing their employees with health insurance. 


6. As mentioned above, a great deal of your testimony before the committee was 
devoted to healthcare reform proposals currently under consideration by the 111th 
Congress. In doing so, you illustrated how those bills would lead to higher insurance 
premiums, lower wages, higher unemployment, and fewer jobs for Americans. You 
indicated that these effects will likely lead to more bankruptcies. If the current 
healthcare proposals become law, are those changes to the healthcare system likely to 
increase the negative economic effects of S.1624, which will make it much easier for 
individuals to avoid paying legitimately-owed fees for medical services? 

If the current healthcare proposal becomes law, the U.S. economy would further 
deteriorate due to planned income tax increases in H.R. 3962 and proposed insurance 
excise tax increa.ses in S.1679. These tax increases would cause businesses to create 
fewer jobs and unemployment to rise. This would increase the number of bankruptcy 
filings. The combination of the current healthcare legislation and S. 1624 would increase 
the probability that people could legitimately walk away from all personal debt. As I 
explained above, that would cause the price of health care services and health insurance 
premiums to go up, which would themselves cause the unemployment rate to rise. 
Therefore, all told, I believe that the health care proposals under consideration in 
Congress would lead to more bankruptcies, and a worse economy overall. 
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Apama Mathur; Response to Questions Submitted by The Senate Committee on The Judiciary 
based on the hearing titled “Medical Debt: Can Bankruptcy Reform Facilitate a Fresh Start?” on 
October 20, 2009 


Response to Questions la and lb. 

The study cited in by Mrs. Edwards clearly suffers from several biases, the least of which 
is the small sample size of 128 people that is somehow supposed to be representative of a 
population of more than 300 million. Here are some problems with the study: 

1 ) The sample for the study is too small and non-random to justify any belief in the estimate 
of medical foreclosures. For any survey to yield meaningful results, the sample size has 
to be appropriately representative of the large population and also to the extent possible, 
nationally representative through the use of appropriate weighting techniques. The survey 
conducted by the authors clearly does not meet these criteria. Moreover, it is not a 
random sample of homeowners, but speeifically restricts the sample to those homeowners 
who have filed for foreclosure. By limiting the sample to those who have already filed for 
foreclosure, the study overstates the incidence of medical debt in foreclosures. The 
chosen sample is obviously one that has high levels of debt relative to income, so that any 
type of debt could cause a significant increase in the probability of filing for foreclosure. 
Therefore, it is not surprising that the respondents state medical debts as a significant 
factor in their foreclosures. Other significant factors, not specifically mentioned in the 
study, would include any other type of debt such as credit card debts. This is not an 
indicator of medical debts causing the foreclosure. The cause could have been job loss or 
divorce, but since the respondent was unable to pay bills as a result of that, what we are 
observing is the co-existence of high bills and low income, rather than a causation. To 
account for causation, the study sample should have, at the very least, included a 
“control” group of medical debtors who did not file for foreclosure. In other words, if the 
authors were trying to establish whether medical debts cause foreclosures, the appropriate 
sample should have included households with and without medical debt, and households 
who filed or did not file for bankruptcy. In short, what the authors have established is 
some correlation, but not causation. 

2) The study also should have allowed for the possibility that other household 
characteristics, such as the filer’s work status, marital status, income, and other kinds of 
debts could have influenced the foreclosure. As is now standard in any economic 
analysis, this could be done through the use of appropriate regression techniques applied 
on a suitably large, random sample of filers and non-filers. The study does claim to have 
done multivariate analysis, but the sample problems persist in that analysis as well. 

3) The study uses an overly broad definition of “medical debtors,” which includes people 
with gambling problems, drug abuse or alcohol problems and people experiencing births 
or deaths in the family. Further, it ineludes people who experienced any lost weeks of 
work due to illness, whether or not they aetually lost their job because of it. The survey 
results shown in Table 3 of the study clearly state that only 23 percent of the respondents 
believed that their foreclosure was actually caused by medical bills. However, the authors 
chose to add to this number the percent of people who lost weeks of work due to illness, 
the percent of people with more than $1000 in medical bills, and the percent of people 
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rq)Orting any medical problems. This is clearly an overstatement of the problem. Since 
the respondents themselves do not believe that these other factors caused the 
foreclosures, it is wrong to ascribe the foreclosures to their medical costs. A related point 
is that the survey fails to provide information on other causes of foreclosures or how the 
respondents would rank different factors. Therefore, it is unclear whether medical bills 
were the most important cause or just another cause. 

Based on my reading of the study, I do not believe that the results are 
representative of the entire United States or even of the four states that were surveyed, 
and the effect of medical bills on foreclosures is open to question. 


Response to Questions 2a and 2b. 

The definition of a medically distressed debtor is open to abuse and fraud. By definition, 
a medically distressed debtor is anyone who incurred debts of the lesser of $10,000 or 10 percent 
of income at any time within a twelve month period in the three years prior to the filing. To see 
what this implies for the actual level of medical debts, it is helpful to look at a typical 
distribution of bankruptcy filers by income level. A study of the distribution of bankruptcy filers 
by income in 2000-2002 showed that more than 85 percent of filers had annual incomes less than 
or equal to $48,000, with almost 60 percent earning between $24,000-$36,000.' This means that 
if the average filer spent about $2400-54000 on medicines or medical care in any year, then they 
would qualify for a medical bankruptcy. This seems like a relatively low level of debt 
considering that the same study shows that credit card debts average approximately $20,000 for 
this group of low-income borrowers. In the worst case scenario, this could create perverse 
incentives for households since by accumulating a relatively lower level of medical debt, they 
could take advantage of the high exemptions and the debt discharge provisions of Chapter 7 to 
get rid of their high credit card debts. In fact, it might even tempt households to accumulate other 
types of debt prior to the filing, since they are eligible for debt discharge under Chapter 7. 
Therefore, by allowing debtors to file as medical debtors irrespective of whether medical debts 
are actually driving the household to bankruptcy, the Medical Bankruptcy Fairness Act would 
essentially be providing relief from credit card debt rather than medical debts.^ Given that the 
Act would allow not only medical filers, but also all other debtors, to file for bankruptcy under 
Chapter 7, I believe that the credit counseling requirement should be made mandatory even 
under the provisions of the Act. Filers with large debts, whether medical or other, would benefit 
from such counseling. While it might be an irritant to non-opportunistic debtors like Ms. Bums, 
overall the system would be better served by requiring such counseling for all debtors, rather 
than removing it for some and not others. This is particularly true since even filers with primarily 
medical debts are likely to have accumulated other debts, and these sessions might serve to help 
them manage their other debts better. 


^ Marianne B. Cuthane & Michaeta M. White, Taking the New Consumer Bankruptcy Model for a Test Drive: 
Means-Testing Real Chapter 7 Debtors, 7 AM. BANKR. INST. L. REV. 27, 37-38 (1999); Ed Flynn & Gordon 
Bermant, Bankruptcy by the Numbers: Chapter 7 Asset Cases, AM. BANKR. INST. I., Dec. 2002-Jan. 2003 
^ http://weber.ucsd.edu/-miwhile/TJIITlaw~review— final.pdf 
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Response to Questions 3a and 3b. 

I believe that the current system would be open to abuse and fraud if the Medical 
Bankruptcy Fairness Act were made into law. This could happen in the following ways: 

A study of the distribution of bankruptcy filers by income in 2000-2002 showed that 
more than 85 percent of filers had annual incomes less than or equal to $48,000, with almost 60 
percent earning between $24,000-$36,000.^ This means that if the average filer spent about 
$2400-$4000 on medicines or medical care in any year, then they would qualify for a medical 
bankruptcy. This seems like a relatively low level of debt considering that the same study shows 
that credit card debts average approximately $20,000 for this group of low-income borrowers. In 
the worst case scenario, this could create perverse ineentives for households since by 
accumulating a relatively lower level of medical debt, they could take advantage of the high 
exemptions and the debt discharge provisions of Chapter 7 to get rid of their high credit card 
debts. In fact, it might even tempt households to accumulate other types of debt prior to the 
filing, since they are eligible for debt discharge under Chapter 7. Therefore, by allowing debtors 
to file as medical debtors irrespective of whether medical debts are actually driving the 
household to bankruptcy, the Medical Bankruptcy Fairness Act would essentially be providing 
relief from credit card debt rather than medical debts.*' 

The means test incorporated into the bankruptcy code in 2005 was designed to limit the use 
of Chapter 7 bankruptcy to those who truly cannot pay their debts. In effect, it limits the ability 
of high income filers to walk away from their debts when they have the ability to pay for them 
by forcing them into Chapter 13 bankruptcy. This increases efficiency and ensures that creditors 
get at least a minimum return on their debt. Doing away with the means test under the Medical 
Bankruptcy Fairness Act would allow high income individuals to walk away from not only their 
medical debts, but also other debts such as credit card debts. For instance, it is typically the case 
that families incurring high medical debts, especially due to job loss or other adverse events, also 
incur other debts, such as car loans, unpaid utility bills, credit card debts etc. If medical filers are 
no longer subject to means testing, then high income debtors would have an easier time walking 
away from their other dischargeable debts. In the study of bankruptcy filers cited earlier, those 
with incomes higher than $70,000 had average credit card debts of $42,000, Allowing this group 
to take advantage of the debt discharge provisions under Chapter 7 would hit creditors 
particularly hard. This is the exact situation that the 2005 bankruptcy reform tried to address. 
One possibility to avoid such a situation could be to set higher percentage of income thresholds 
for medical debt for higher income households, to allow eligibility for a Chapter 7 bankruptety. 

The high exemption limits also create incentives lor debtors to act opportunistically. The 
incentive for debtors under these high exemption limits is to reallocate all wealth from non- 
exempt assets to exempt assets. For instance, if the homestead exemption were raised to 
$250,000 the individual would have an incentive to convert all non-housing assets to housing 


' Marianne B. Culhane & Michaela M. White, Taking the New Consumer Bankruptcy Model for a Test Drive: 
Means-Testing Real Chapter 1 Debtors, 1 AM. BANKR. INST. L. REV. 27, 37-38 (1999); Ed Flynn & Gordon 
Bermant, Bankruptcy by the Numbers: Chapter 7 Asset Cases, AM, BANKR. INST. J., Dec. 2002-Jan. 2003 
http://weber-ucsd.edu/-miwhiteAJIIl-law-review— final.pdf 
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(say by using all available bank accounts to pay off the mortgage), so as to protect more of their 
income and wealth from the creditors. 

All of these provisions would have an effect on the market for credit, and therefore might 
have adverse effects on exactly the debtors that the Act is trying to help. First, the Act does little, 
if anything at all, for the creditors in these medical transactions. As discussed in the previous two 
paragraphs, there could be potentially serious consequences for medical service providers if we 
make it easier for debtors to file for medical bankruptcy involving the discharge of all medical 
debts. In fact, research has shown that between 1994 and 2000, unsecured creditors received 
nothing in about 96 percent of Chapter 7 bankruptcy filings, and in most Chapter 1 3 cases, only 
mortgage creditors received anything at all.* These higher costs of bad debts will ultimately be 
passed on to consumers in the form of higher prices for care or poor delivery of care. 

Second, there is now a fairly large volume of economics papers that discusses how high 
bankruptcy exemptions affect debtor behavior. Debtors value high exemptions because it 
provides them with consumption insurance by discharging some or all of their debts when a drop 
in income would otherwise have caused a drop in consumption. However, because higher 
exemptions for wealth and income make filing for bankruptcy more attractive, studies show that 
the number of filings increases when exemptions increase.* This adversely affects the market for 
credit. To insure against the probability of a bankruptcy filing, lenders raise interest rates or 
ration credit,’ which harms debtors who repay as well as those who would like to borrow but are 
rejected.* Hence creditors alter behavior when faced with higher exemptions. This will ultimately 
impact debtors adversely. 

Response to Question 4. 

It is simply not worth anyone’s while to comment on studies with 20 respondents. The 
same issues that I brought out in response to the medical foreclosures study, apply with even 
more force to this study. No results from such surveys have any meaning whatsoever. 


Response to Question 5. 


* Stewart E. ^tXerk, Asset Protection Trusts: Trust Law's Race to the Bottom?, 85 CORNELL L. REV. 1035, 1036 
( 2000 ). 

* Michelle J. White, Personal Bankruptcy Under the 1978 Bankruptcy Code: A n Economic Analysis, 63 IND. L. J. 1 , 
45 46 (1987) (discussing data indicating that an increase in the bankruptcy exemption level corresponds with an 
increased bankruptcy filing rate). 

' Reint Gropp, John Karl Scholz, & Michelle J. White, Personal Bankruptcy and Credit Supply and Demand, 112 
Q.J. ECON. 217 (1997) (showing that higher exemption levels result in higher interest rates). 

® The optimal exemption levels in bankruptcy are determined by trading off debtors’ gain from having additional 
consumption insurance and better work incentives when exemption levels are higher against their losses from higher 
interest rates and reduced access to credit. For a formal model and simulations, see Michelle J. White, Personal 
Bankruptcy: Insurance, Work Effort, Opportunism and the Efficiency of the “Fresh Start,” (May 2005) (unpublished 
manuscript, on file with author), available at http://www.econ.ucsd.edu/~miwhite/bankruptcy-theory-while.pdf, and 
Hung-Jen Wang & Michelle J. White, An Optimal Personal Bankruptcy Procedure and Proposed Reforms, 29 J. 
LEGAL STUD. 255, 265 (2000). 
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As I mentioned earlier, the problem with establishing causation in the kinds of survey 
analysis presented here arises because people who have already filed for bankruptcy are a 
selected group or sample who have problems managing not just their medical debts, but all other 
debts. The average credit card balance for bankruptcy filers is more than $20,000 while the 
average for all American families as shown by the Survey of Consumer Finances is about $4000- 
$5000. This suggests that this group includes people who are either financially irresponsible, or 
they have suffered other adverse events such as job loss or income loss which has caused them to 
file for bankruptcy. Hence asking this group questions about whether they had any medical debts 
that could have caused the filing is meaningless. The co-existence of medical debts with other 
debts is insufficient to establish causation. 
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Abstract 

Legally, a bankruptcy flag can appear on a bankruptcy filer’s credit report for up to ten years after the 
filing. This bankruptcy flag affects an individual’s credit score, and therefore the individual’s access to 
credit. In this paper, we test whether the bankruptcy flag is a binding constraint in two ways. First, we 
test whether the consumption of bankruptcy filers exhibits excess sensitivity to changes in income, which 
is a traditional method by economists to test for borrowing constraints. Second, we use an explicit 
question on whether a household was turned down for a mortgage loan or discouraged from applying for 
a mortgage loan. 

Using the Pane! Study of Income Dynamics (PSID), our results indicate that post-bankruptcy 
consumers exhibit exces.s sensitivity likely due to the bankruptcy flag. Preliminary results also suggest 
that post-bankruptcy households are more likely to be denied a mortgage, using both the PSID and the 
Survey of Consumer Finances (SCF). 


All views expressed in this paper are those of the author and do not reflect the views or policies of the 
Bureau of Labor Statistics (BLS) or the views of other BUS staff members. 
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i. Introduction 

Legally, a bankruptcy filing can appear on an individual's credit report for up to ten years. Musto 
(2004) finds evidence that the bankruptcy flag does influence access to unsecured credit. Using a panel of 
credit card data, Musto follows individuals before, during, and after the bankruptcy flag is removed from 
their credit report. He finds that those households with relatively good credit scores enjoy significantly 
more access to credit when the bankruptcy flag is removed, indicating that the bankruptcy Hag decreased 
access to credit for the ten year span. 

In this paper, we complement the research of Musto by examining how filing for persona! 
bankniptcy affects access to credit in the ten years after bankruptcy. In 1996, the Panel Study of Income 
Dynamics (PSID) included questions on whether individuals ever tiled for bankruptcy. And, in the 1998 
and 2001 Survey of Consumer Finances (SCF), households were asked whether they ever filed for 
bankruptcy. Using two different methods, wc use this information to examine the etTccts of bankruptcy 
on access to credit. 

First, in the standard rational expectations permancnl-incomc hypothesis (REPIH) model, 
consumption growth should not depend on idiosyncratic variables, such as lagged household income. 
However, in the pre.scnce of borrowing constraints, such as those imposed by filing for personal 
bankruptcy, consumption may exhibit excess sensitivity. Wc use this insight to test whether the 
bankruptcy flag is a binding borrowing constraint, using the PSID. Bmpiricalty, we find that post- 
bankruptcy households do exhibit excess sensitivity to lagged Income, which suggests that the bankruptcy 
flag affects access to credit. Further, when the flag is removed from the credit report, consumption of 
these households no longer exhibits excess sensitivity. 

Second, wc use a more direct test of whether the flag affects access to credit. For this test, we use 
both the PSID and the SCF. Both surveys ask questions about households being turned down for loans. 
In both data sets, we find that households arc more likely to be turned down for a loan if they have the 
bankmptcy flag on their credit report. 
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II. Personal bankruptcy background information 

A. Chapter 7 and chapter 13 

An individual filing for bankruptcy chooses between chapter 7 and chapter 13. Of the 1.56 
million personal bankruptcy filings in 2002, 1.10 million (70.4 percent) were filed under chapter 7. 
Under chapter 7, the debtor forfeits all assets exceeding the exemption levels to the Bankruptcy Court. A 
bankruptcy trustee sells the non-exempt assets and distributes the money to the creditors. In return, a 
chapter 7 filing discharges most unsecured debts. Secured debts are discharged only if the debtor forfeits 
the collateral. 

The other option when filing for personal bankruptcy is chapter 13. Filers do not turn over any 
assets to the bankruptcy court but instead propose a repayment plan for a portion of the outstanding debts. 
Essentially, chapter 13 filers put themselves on a strict budget during this repayment plan. If the 
repayment plan is successfully completed, the filer receives a discharge of some of the unsecured debts. 
If the plan is not completed, the filer does not receive the discharge. The de facto rule regarding 
repayment is that chapter 13 fliers must repay at least as much as they would have repaid if they had filed 
under chapter 7, but chapter 13 filers do not have to turn over any assets to the bankmptcy court. Because 
of the repayment plan, chapter 13 is less popular than chapter 7. 

B. Affect of bankruptcy on credit history 

Regardless of chapter choice, the bankruptcy filing appears on an Individuafs credit history for 
ten years (Fair Credit Reporting Act; FCRA Section 605 (a)(1)). Once the ten-year window passes, the 
credit bureaus can no longer report the bankruptcy filing on an individual's credit report. Bankruptcy is 
unique in this aspect because all other adverse events (e.g., civil judgments and tax Hens) can appear on a 
credit history for only seven years (FCRA Section 605 (a)). 

Interestingly, just because the bankruptcy information does not appear on the credit report after 
ten years, this does not mean that the information is lost. If an individual has an existing relationship with 
a creditor within the ten-year post-bankruptcy window, the creditor can still maintain its own record of 
the bankniptcy filing after the flag is removed from the credit report. The FCRA act only applies to credit 
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bureaus; it does not apply to creditors that obtained this information about the bankruptcy filing during 
the ten-year window. Existing creditors presumably continue to use the bankruptcy information even 
after it is removed from the credit report. 

The other relevant feature of bankruptcy law is that a flier must wait six years after the discharge 
of debts before he can legally file for bankruptcy again. While the individual may default on debt during 
this time by not repaying bills, creditors can take legal action to garnish wages or repossess assets. 
Consequently, this feature of bankruptcy law may increase the willingness of some creditors to lend to 
post-bankruptcy individuals during the first six years after the discharge of debts. Musto (2004) finds that 
post-bankruptcy individuals have less access to credit, but they do have access to limited credit lines. 

Combined, there are two countervailing forces. First, the bankruptcy flag on the credit report 
decreases access to credit by signaling a poor credit risk. Second, the fact that the individual cannot file 
for bankruptcy until six years after the previous discharge may increase access to credit. Overall, the net 
effect would still be a decrease in access as shown by Musto (2004), but it might be more than it would 
have been if bankruptcy fliers were allowed to file for bankruptcy again at any point after the initial filing. 
111. Data 

A. Panel Study of Income Dynamics 

For most of the empirical work in the paper, we use the Panel Study of Income Dynamics (PSID), 
which is a longitudinal household survey that began in 1968. In addition to having longitudinal 
information on expenditures, the 1996 wave of the PSID includes the necessary information about any 
bankruptcy filings. In the 1996 wave, all households were asked whether they ever filed for bankruptcy. 
If they did file, they were asked under which chapter they filed and in what ycar(s) they tiled. Because 
the bankruptcy information is only available in the 1996 wave, households not in the 1996 wave of the 
PSID arc excluded from our sample. 

There arc two other important aspects of the PSID data. First, the PSID includes expenditure 
infomiation, which we use to test for excess sensitivity. The PSID includes information regarding food 
eaten out, food eaten at home, and food stamp usage. Wc sum these components to create one food 
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expenditure variable. Since the 1988 and 1989 waves of the PSID do not include the food questions, we 
exclude these years from our sample.' Second, the 1996 wave of the PSID also includes questions on 
whether households were ever turned down for a home loan. Homeowners were asked whether they took 
steps to apply for a second mortgage or other secured line of credit against their home. Renters were 
asked whether they ever took steps to apply for a home loan. For those that did take steps for either a 
seeond loan or a first mortgage, they were also asked whether they were discouraged from borrowing and 
why they were turned down for the loan. We classify any household that took steps to apply for a loan 
but did not receive a home loan as being constrained, regardless of the reason they were turned down. 

Summary statistics for the main variables from the PSID arc presented in Table I. All dollar- 
denominated variables are in real, 1996 dollars. The summary statistics are presented by filing status. 
The first group, post-bankruptcy constrained. Is our group of constrained bankruptcy filers that arc within 
the ten-year window after they filed for bankruptcy. There are 325 households, with 1,478 observations 
(household years). The second group, the pre-bankruptcy househoId.s, includes 159 households in the five 
years before the household filed for bankruptcy.^ Finally, the third group is the non-filers, which includes 
the 5,937 households (28,500 ohservations) that did not file for bankruptcy in the PSID. 

In terms of demographics, the summary statistics follow patterns seen in the bankruptcy literature 
(Fay, Ffurst, and White, 2002). Bankruptcy filers are younger and slightly more likely to be divorced than 
non- filers. And, there is little difference in race and education between filers and non-filers. 

B. The Survey of Consumer Finances 

When conducting the second test, we also use the Survey of Consumer Finances (SCF) from 1998 
and 2001. The SCF is a cross-sectional survey sponsored every three years by the Board of Governors of 
the Federal Reserve System. The SCF provides detailed information on the income, assets, liabilities, 

' The timing of the food questions is not altogether clear. Generally, the PSID questions are asked in March to June 
of the survey year, and the food at home and Food aw'ay questions refer to how much is purchased in an average 
week. Zeldes (1989) assumes that information asked in year! is for year t consumption, while others have a.s.sumed 
that year t questions refer to year t- 1 consumption. In this paper, we follow the Zeldcs interpretation. 
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credil experiences, and demographic characteristics of U.S. households. Beginning in 1998, the SCF 
began asking questions regarding personal bankruptcy. Wc use this bankruptcy information and 
questions regarding credit access to conduct the second test. The credit questions in the SCF are very 
similar to the ones used in the PSID. One difference, however, is that the SCF includes ail types of loans, 
not just mortgage related loans. Importantly, the SCF identifies the type of loan the household applied for 
but did not receive. Consequently, we can an identical specification as the one used in the PSID, and we 
can use a broader definition of loans as well. 

IV. Results 

A. Test for Excess Sensitivity 

To begin, we present results testing for the excess sensitivity of consumption. This test is derived 
from the economics literature on liquidity constraints (Zeldes 1989). If households are liquidity 
constrained or borrowing constrained, then the household is unable to borrow in anticipation of a positive 
income shock. Unable to borrow, the household will not be able to consume the optimal amount. When 
a positive income shock actually occurs, consumption will jump up as well. This jump in consumption is 
the excess sensitivity of consumption. If there were no borrowing con.straint. the household would have 
borrowed money in anticipation of the positive shock. And, at the time of the shock, consumption growth 
would not be sensitive to the predictable change in income. 

To test for the presence of excess sensitivity, the estimated equation lakes the form: 

A In <?,,,,! -a, 4 - +/i In 

where denotes whether the household is in the ten years after a filing; the dependent variable is the 
growth in food consumption from / to /+/, the vector A',-, i./ contains household level information known at 
time /+/ that may influence tastes or preferences. Previous work has included information such as the 
age of the household head, and the change in family size. Finally, /,, equals household income in year t. 

‘ In the data, there are 325 post-bankruptcy households and 159 pre-bankruptcy households. The remaining 
households filed for bankruptcy before 1986 but after 1977, which pul them in the ten-year post-bankruptcy window 
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Under the standard model of Hall (1978), variables in the consumers’ information set should be 
uncorreiated with consumption growth. If households arc not liquidity constrained, the coefficient on the 
log of lagged disposable income (y,) should be statistically insignificant. However, if post-bankruptcy 
households face binding liquidity constraints, then 71 should be negative and statistically significant. 

Table 3 provides the parameter estimates of the Euler equation for bankruptcy filers that are 
within ten years of filing. We perform pooled OLS in each specification with year dummy variables. The 
year dummy variables control for aggregate economic fluctuations, which could be a significant problem 
when the time span of the panel is relatively short, because there may be common components in the 
forecast errors across individuals. Our sample contains ten years of data (198.5-1987 and 1990-1996), 
which is longer than most previous work and increases the likelihood that aggregate effects arc averaged 
out. In fact, we only find a marginal difference between the point estimates from a model with and 
without time effects and the conclusions arc unchanged. 

To compare our results to some of the previous literature, all three columns represent 
specifications similar to those used in the previous research. Column one represents the specification 
proposed in Zcldes (1989). In addition to the lag of income, this specification contains: the age of the 
household head, age squared, and the growth in food needs. Column two represents the specification 
proposed by Jappelli, Pischke, and Souleles (1998) and uses the change in the number of adults in the 
household, and the change in the number of children in the household in place of the growth of food 
needs. 

As mentioned earlier, the coefficient on lagged income is the parameter of interest. We do find 
evidence of excess sensitivity in column one and column two. This suggests that post-bankruptcy filers 
exhibit excess sensitivity to income, meaning that the bankruptcy flag is binding. 

A well documented fact is that excess sensitivity can arise from several competing alternatives, 
(sec Hall and Mishkin 1987; and, Garcia et al. 1997). Specifically, behavior such as precautionary saving 
and myopia can generate excess sensitivity (see Shea 1995, and Garcia ct ai. 1997). Households with a 

but ihut also means that their pre-bankruptcy period is not part of our sample. 
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precautionary motive (or buffer-stock savers) have a targe! wealth-to-income ratio and adjust 
consumption and savings to maintain this target ratio (Carroll 1997). If there is a precautionary motive to 
savings, the expected variance of consumption growth affects consumption growth (Jappelii and Pislaferri 
2000). A household with low income relative to permanent income will have a high expected variance 
and higher consumption growth. Without a measure of the expected variance, lagged income will be 
negatively correlated with consumption growth, which could explain the pattern seen in the first three 
columns of Table 3. 

A myopic or rulc-of-lhumb consumer has a constant marginal propensity to consume, which 
violates the REPIH (Garcia ct al., 1997). Myopia differs from liquidity constraints, because a liquidity or 
borrowing constrained consumer saves in anticipation of a negative income shock and therefore smooths 
expected decreases in income. A liquidity constrained consumer, however, cannot borrow in anticipation 
of a positive income shock. This suggests that a liquidity constrained household is excessively sensitive 
only to predicted increases in income. Alternatively, a myopic consumer is excessively sensitive to both 
predicted increases and predicted decreases in income. 

We believe that households that have filed for bankruptcy are generally not precautionary savers, 
which seems like a reasonable assumption; by filing for bankruptcy, these households have shown that 
they arc not likely to be saving to insulate consumption against negative income shocks, However, we 
would like to rule out formally the possibility that they arc myopic consumers. If liquidity constraints are 
the source of sensitivity, post-bankruptcy households should exhibit sensitivity to predicted income 
increases but not to predicted income decreases. Under myopic consumption, the household should 
respond symmetrically to both increases and decreases in predicied income. 

To test whether post-bankruptcy households arc liquidity constrained or myopic, there is a two 
stage process. In the first stage, predicted income growdh must be estimated. To estimate predicted 
income growth, we estimate the following equation by pooled OLS; 
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We use the estimated coefficients from this specification to obtain values for predicted income growth 
and predicted income decline (JiVr-)- The estimated coefficients are presented in Appendix 
Table Al. This specification for the change in income follows Altonji and Siow (1987) in using lags of 
income growth to predict current income growth. 

fn Table 3, column three examines the possible asymmetry in excess sensitivity. The results 
confirm that the existence of cxce.ss sensitivity is due to liquidity constraints and not myopia for our 
sample of post-bankruptcy households. While the point estimate on the negative income change is 
statistically insignificant, the bankrupt households are sensitive to the positive income changes, as 
expected if they are liquidity constrained and not myopic. 

An additional concern in our analysis is that our sample of post-bankruptcy households appears 
liquidity constrained for some reason other than or in addition to the bankruptcy flag on their credit 
report. Can we attribute our results solely to the post-bankruptcy flag? Or, arc these households 
constrained in all periods for other reasons, such as low assets? Indeed, the behavior of post-bankruptcy 
households may be observationaliy equivalent to low-asset households. While we cannot definitively 
state whether the results in Table 3 are due to the bankruptcy flag or something else, wc attempt to 
address this issue. Wc test whether households that filed for bankruptcy display excess sensitivity in the 
five years before filing for bankruptcy and in the time span from eleven to fifteen years after the 
following (representing the time frame immediately after the flag is removed). Excess sensitivity in cither 
of these time periods suggests that the bankruptcy flag is not the source of the excess sensitivity. 

Column (1) in Table 4 presents the point estimates on lagged income for both exercises, and 
column (2) u.scs the predicted changes in income. The rows correspond to the pre-bankruptcy and post- 
flag periods respectively. There is no evidence of excess sensitivity in cither test or for cither group. The 
evidence presented in Tables 3 and 4 supports the proposition that households in the post-bankniptcy 
period arc liquidity constrained. This result is robust to various specifications and tests of competing 
hypothesis. Generally, post-bankruptcy households exhibit stronger excess sensitivity than other groups 
found to be constrained by the previous literature (see Zeldcs 1 989 and Jappeili et ai 1 997). 
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B. Empirical test for access to credit 

While the test for excess sensitivity is a preferred test of economists, the PSID and SCF allow a 
more direct method to test whether the bankraptcy flag affects access to credit. This test uses variables 
identifying whether households were turned dowoi for a loan or discouraged from applying for a loan. In 
this test, we examine whether the bankruptcy flag increases the probability a household is turned down 
for a loan. To conduct this test, we use both the PSID and SCF. 

In 1996, the PSID asked household.s whether they took steps to apply for a home loan {a second 
mortgage or home equity line for homeowners and a first mortgage for renters). If the household did take 
steps, they were also asked whether they received the loan. As our dependent variable, we define a 
variable that equals one if the household w'as not given the loan, and zero otherwise. 

In every survey year, the SCF asks whether households were turned down for a loan and whether 
they were discouraged from applying. The biggest advantage of the SCF is that the loan questions refer 
to all types of loans, not just home loans. The biggest disadvantage of the SCF is that the year the 
household was applied for the loan is not known. The questions only refer to loans within the last five 
years, without specifying an exact year. 

The hypothesis is that the presence of the bankruptcy flag should make households more likely to 
be turned down for a loan. Not conditioning on any factors except bankruptcy status, Table 2A presents 
the percentage of households that were denied access to credit, (n the PSID, 3.1 percent of all households 
were denied access to a mortgage loan. In the SCF, 3.6 percent were denied access to a mortgage loan, 
while over 23 percent were turned down (or discouraged) for any type of loan. As expected, in both the 
PSID and SCF a higher percentage of post-bankruptcy households were denied access to secured loans. 
For mortgage loans, 5.1 percent and 10.2 percent of bankruptcy filers one to five years after bankruptcy 
were denied access in the PSID and SCF, respectively. Six to ten years after bankruptcy, the percentages 
arc about the same. The largest difference between the two data sets is in the years after the bankruptcy 
flag is removed from the credit report. In the PSID, only 1.4 percent were denied a home loan, while 10.9 
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percent were in the SCF. This could be because of slightly different definitions in how the PSID and SCF 
define the loan questions, but that alone should not account for the large difference. 

Table 2B provides some insight into why these households were denied access in the PSID. Of 
the households that took steps to apply but were discouraged from continuing, almost 13 percent of 
households listed credit history problems as one of the reasons they were denied access to credit. 

Table 5 presents the results, using the probit method for this test. The dependent variable again 
equals one if the household was turned down for a loan or discouraged from applying. In the PSID, the 
loan only refers to a mortgage loan or home equity loan. - In the SCF, we present two different 
specifications. The first follows the PSID definition and only uses mortgage and other home loans. The 
second includes all loans. 

The key independent variables are three variables for the bankruptcy flag. The first variable 
equals one if the household filed for bankruptcy in the previous five years. The second variable equals 
one if the household filed six to ten years ago. Finally, the last key variable equals one if the household 
filed for bankruptcy eleven to fifteen years ago. Again, wc want to determine whether it is the bankruptcy 
flag that might be affecting access to credit, not some other variable that might be correlated with the 
bankruptcy flag. 

The other variables in the specification include variables that may affect access to credit and are 
similar to work by Cox and JappeMi {i‘^93), which looked at access to credit using the Survey of 
Consumer Finances. The variables arc: income, net worth, education, age, marital status, race, family 
size, employment status, and region dummy variables. The SCF does not include the region variables, so 
wc exclude these dummy variables from the SCF results. 

The results in Table 5 closely match what is seen in Table 2A. For the PSID, the eoefficients for 
an active bankruptcy flag are positive and significant, indicating that the presence of the flag increases the 
probability of being turned down for a loan. Importantly, the coefficient for a bankruptcy filing more 
than ten years ago is statistically insignificant. For the SCF, all three coefficients arc statistically 
significant, suggesting that filing for bankruptcy still affects access to credit after the bankruptcy flag is 
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removed from the credit report. In part, this effect might be due to the timing of the bankruptcy and loan 
questions in the SCF. Wc conducted sensitivity analysis regarding the timing of these variables, and the 
results were similar. These results are not presented here but will be in future versions of this paper. In 
part, it may also be the fact that bankruptcy filers are more likely to be discouraged and not actually 
apply. This is another issue to be addressed in future versions. 

Comparing the results with only mortgage-type loans in the SCF and ai! loans in the SCF, the 
results look similar. The biggest difference is that income and net worth are significant predictors in the 
all loans specification but not the mortgage specification. 

In results not presented here, we wanted to determine whether the penalty for filing for 
bankruptcy has changed over time. Ultimately, we would like to compare the PSID results from 1994 to 
the SCF results from 1998 and 2001, but we are not confident in our ability to do this yet. However, we 
can compare 1998 and 2001 in the SCF. To accomplish this, wc interact a year dummy variable with the 
three bankruptcy variables. For the years when the bankruptcy flag is on the credit report, we fail to 
reject the hypothesis that the coefficients changed over time. Not surprisingly, the penalty does not seem 
to have changed between 1998 and 2001. It may take additional years of data to see whether there was a 
change in the penalty. 

Finally, we are also concerned that non-filers may not be the proper control group in these 
regressions. Maybe the relevant group is not those households that never filed, but households that filed 
for bankruptcy but do not have the flag currently on the credit report. If we restrict the SCF regressions to 
just those that ever filed for bankruptcy, the coefficient on the two dummy variables for the years when 
the bankruptcy flag is on the credit report remain positive and statistically significant. 

This latter work is still preliminary, and there arc a few improvements that are underway. First, 
there may be an application bias, meaning that bankrupt households may be less likely to apply for a loan; 
there may be selection into who applies for a loan. We will use questions in the PSID and SCF to 
determine whether bankruptcy filers arc less likely to apply 
improvements on-going with the SCF data, as described above. 

it 


for a loan. Second, there are several 
We are also estimating the size of the 
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borrowing gap using the SCF. fn essence, we address the question; how much more would those 
households with a bankruptcy flag on their credit report like to borrow? This gets at whether the flag 
limits access to credit, and it gets at the severity of the punishment. 

VT. Conclusions 

The objective of this paper was to test whether the bankruptcy flag, which appears on the credit 
report for up to ten years after filing, limits access to credit. We find evidence that the flag is binding, 
using two distinct tests. The first test suggests that the consumption of bankruptcy filers is sensitive to 
income, which indicates that the bankruptcy flag docs restrict access to credit. In the second test, the 
results suggest that the bankruptcy flag increases the probability a household is denied access to credit. 

Our results complement the findings in Musto (2004) by providing another test of whether 
bankruptcy affects access to credit. There is on-going work with this second test that will hopefully 
address some additional interesting questions, including: Has the penalty from filing decreased or 
increased over time? 
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Table 1: Summary Statistics by bankruptcy status (I985~1995) 



Post-bankruptcy 
f< 1 0 years after filing) 

Pre-bankruptcy (< 5 
years before filing) 

Never filed 

Income and home equity {$) 

Total income 

38,792 

40,931 

49,770 


(25,746) 

(28,095) 

(52,240) 

Financial income 

88 

107 

32,5.30 


(615) 

(681) 

(752,469) 

Consumption ($) 

Total food 

5,796 

5,451 

5,629 


(3,185) 

(3,001) 

(3,854) 

Food needs 

12,671 

8,801 

1 1,404 


(5,204) 

(6,183) 

(5,083) 

Family Characteristics 

Age of household head 

39.7 

37.5 

45.0 

Family size 

3.2 

3.2 

2.9 

Own home 

0.472 

0.515 

0.646 

Married 

0.579 

0.591 

0.618 

Single 

0 108 

0.108 

0,148 

Divorced/widowed 

0 313 

0.301 

0.2.34 

White 

0.630 

0.597 

0,671 

Black 

0.338 

0,383 

0.310 

Other race 

0.032 

0.020 

0.019 

High school dropout 

0.229 

0.173 

0,233 

High school graduate 

0.410 

0,454 

0.339 

Some college (no degree) 

0.262 

0.298 

0,203 

College graduate 

0.099 

0.075 

0,225 

Number of observations 

1,478 

342 

28,500 

Number of households 

325 

159 

5,937 


Notes: A!1 data come from the Panel Study of Income Dynamics {1985-1995), and the non-food items arc 
in real, 1996 dollars using the CPI-U-RS. Total food and food needs arc in real, 1996 dollars using the 
item index for food. Standard deviations are in parentheses. 
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Table 2A: Percent denied access for loan by filing status — PSIP and SCF 



PSID 

SCF 

SCF 


% denied 

% denied 

% denied 


Mortgage loans 

Mortgage loans 

All loans 

Ail households 

3. 1 

3.6 

23.2 

Fliers one to five years after bankruptcy 

5. 1 

10.2 

66.6 

Filers: six to ten years after 

4.5 

9.6 

61.0 

Filers: eleven to fifteen years after 

1.4 

10.9 

52.6 

Non-filers 

2.9 

3.1 

20.5 

Table 2B: Reason turned down for loan — 

PSID only 



% given 

as reason 




(may give more 
than one answer) 


Did not apply for loan 

Interest rale too high 

3.7 

Down payment too high 

7.3 

Closing costs too high 

1.0 

Other 

86.0 

Turned down for loan 

Credit history problems 

12.9 

Too much debt 

2.0 

Income not high enough 

9.9 

(or stable enough) 

Couldn’t make down payment 

5.0 

Withdrew loan on own 

12.9 

Other 

57.4 
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(1) 

(2) 

(3) 


Post-bankruptcy households (< 

10 years after filing) 


-0.0243* 

-0.0228* 


Vi 

(0.0129) 

(0.0133) 


Ayui^" 



0.0900* 



(0.0497) 

Ay,,.- 

— 

— 

0.0404 

(0.0567) 

Age,. I 

0.0032 

0.0042 

0,0015 

(0.0055) 

(0.0053) 

(0.0052) 

AgCj+i squared/100 

-0.0062 

-0.0069 

-0.0040 

(0.0060) 

(0.0059) 

(0.0058) 

A adu!tS|i] 


0.1613*** 

0,1544*** 


(0.0308) 

(0.0307) 

A children, -n 


0.1457*** 

0.1416*** 


(0.0283) 

(0,0285) 

A Annual FoodNccdSt+i 

0 3683*** 



(0,1205) 

— 

— 

Constant 

0.1743 

0.1342 

-0.0506 

(0.1621) 

(0.1589) 

(0.1181) 

Ohservafions 

1,478 




^oles: Robust standard errors are presented in parentheses. AH data use the PSID (1985-1996). {***), 
(**), and (*) represent significance at the I, 5 and 10 percentiles respectively. The estimates presented in 
the table represent a model with year dummy variables. The dependent variable equals the log change in 
food expenditures. The predicted change in incomes (Ay+ and Ay-) are predicted using the specification 
in Appendix Tabic Al . 
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Table 5: Probability of being turned down for a loan - PSID and SCF 



PSID 

SCF 

SCF 


Mortgage loans 

Mortgage loans 

All loans 


Coefficient 

Coeffiicienl 

Coeffiicienl 


(std. error) 

{std. error) 

(std. error) 

Filed in last five years 

0.3334» 

0.4203*** 

0.9738*** 


(0,1997) 

(0.1262) 

(0.0917) 

Filed six to ten years ago 

0,5857* 

0.4854*** 

1.0504*** 


(0,3125) 

(0.1629) 

(0.1341 

Filed eleven to fifteen years ago 

0,1286 

0.5337*** 

0.7795*** 


(0,4033) 

(0.1534) 

(0. 1 1 60) 

Income 

-9,37e-07 

-5.06e-08 

-9.38e-07*** 


(l,l8e-06) 

(1.48e-07) 

(3.59e-07) 

Net worth 

-2,59c-07 

-1.79e-08 

-4.63e-08* 


(2,94c-07) 

(l.S8e-()8) 

{2.69e-0S) 

High school dropout 

-0.294 1 * 

0.0451 

0.2840*** 


(0.1759) 

(0.1099) 

(0.0635) 

Graduated high school 

-0,0719 

0.0773 

0.0923* 


(0.1759) 

(0.0804) 

(0.0494) 

Some college 

0.0969 

0.1569* 

0.2712*** 


(0.1308) 

(0.0908) 

(0.0542) 

Age 

0.01 18 

0.0275* 

-0.0109 


(0.0333) 

(0.0163) 

(0.0081) 

Age squared 

-0.0007 

-0.0004** 

-0.0002** 


(0.0004) 

(0,0002) 

(0.0001) 

Married 

0.0463 

0.0677 

-0.2374*** 


(0.1204) 

(0.0770) 

(0.0459) 

Black 

0.1684 

0,0787 

0.4038*** 


(0.1344) 

(0.0966) 

(0.0566) 

Family size 

-0.0747** 

0.0726*** 

0.0577*** 


(0.0395) 

(0,0224) 

(0.0149) 

Whether employed 

0.1663 

-0.1907** 

-0,0736 


(0.2052) 

(0.0978) 

(0.0567) 

Region dummy variables 

YES 

NO 

NO 

R-squared 

0,1536 

0.0593 

0.1813 

n 

6,402 

8,679 

8,679 


Notes: For the PSID results, robust standard errors are presented in parentheses. The PSID data is from 
(1 991 "1995). The SCF data are from 1998 and 2001 . 

(***), (**), and (*) represent significance at the 1,5 and 10 percentiles respectively. 
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Appendix T able A I : Predicted change in income (Ayn^i) 


Coefficient (std. error) 

Ay. 

-0.S394*** 


(0.0161) 

Ay.-i 

-0,2870*** 


(0,0151) 

A y, 2 

-0,1480*** 


(0.01 1 1) 

A Weeks worked,* , 

0.0071*** 


(0.0004) 

Age,*, 

0.0050*** 


(0.0014) 

Age squarediH 

-6.4e-05*** 


( 1 .3e-06) 

A AdultStH 

0.1426*** 


(0.0095) 

A Children, r-i 

0.0451*** 


(0.0106) 

Year dummy variables 

YES 

R-squared 

0.2647 


Notes: Robust standard errors are presented in parentheses. All data use the PSID (1985-1996). (***), 
(**), and (*) represent significance at the 1,5 and 10 percentiles respectively. The dependent variable 
equals the log change in income between t+l and i (see the data appendix). 
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Introduction' 

An extensive literature spanning several disciplines has established the correlation 
between health and a variety of measures of socioeconomic status.^ This paper complements this 
literature by examining the relationships between health status, health insurance, medical debt, 
and household wealth in data from the Survey of Consumer Finances (SCF). The SCF is widely 
regarded as a key source of information on the balance sheets of U.S. families, but comparatively 
little research has taken advantage of health-related data in the SCF. Using these data, I examine 
how factors that may leave households vulnerable to medical expenditure shocks — poor health 
and lack of health insurance — vary with household characteristics and how these factors are 
con clated with indicators of financial distress, such as delinquency on debt payments. By 
pooling data across 15 years, I am able to assess how rates of health insurance coverage, health 
status, and, for uninsured households, reported reasons for not having health insurance coverage 
have ehanged over time. 

I also take advantage of the SCF’s detailed information on household debts and focus 
particular attention on the relative prominenec of debt owed for medical expenditures on the 
household balance sheet. Further, the paper provides evidence on the importance of medical 
concerns in households’ finances by examining information on families’ motives for savings, 
anticipated expenses, and reasons for income fluctuations. The paper concludes with a brief 
discussion of the potential implications of these descriptive findings and, in particular, how 
estimates of inequality based on the di.stribution of wealth or income alone may differ from those 


The views in this paper are mine alone and not necessarily those of the Board of Governors or its staff. This draft 
is preliminary and incomplete. Please do not cite or circulate without permission of the author. 

’ Recent contributions include Adams el a! (2003), Deaton (2002), Hurd and Kapteyn (200!), Smith (1999, 2004) 
and Wenziow et al (2004); see also the references in each of these, particularly to contributions from non- 
economists. 
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using a broader measure of inequality that additionally encompasses health-related measures of 
well-being such as insurance coverage. 

It is difficult to isolate the causal mechanisms underlying the observed correlations 
between, say, self-reported health and socioeconomic status (SES). The “health-SES gradient” 
may reflect a wide array of influences, including potential linkages by which SES affects health, 
routes by which health status affects SES, and correlation of both health and wealth with 
unmeasured factors. The determinants of health insurance coverage, medical debt, and health 
status are likely similarly complex and intcr-related. Thus, the initial results presented here are 
intended as descriptive and take advantage of the rich and nationally representative data in the 
SCF — including a number of medical- and health-related measures not generally available in 
other data sources — to establish basic facts and to highlight patterns in health indicators, 
insurance coverage, indebtedness, and financial vulnerability across households. 

Data 

The analysis uses data from the 1989 through 2004 Surveys of Consumer Finances 
(SCF). The SCF provides the most comprehensive and highest quality wealth data for U.S. 
hou.seho!ds and has been conducted by the Board of Governors of the Federal Reserve System 
every three years since 1983.’ Since the 1989 survey, the SCF has utilized a consistent dual- 
frame sample design with both a standard, geographically based random sample and a list 
sample; the list sample draws on statistical records derived from tax returns to ovcrsample 
households that arc likely to be wealthy (Kennickell, 2001). This design yields efficient 
measurement of both widely held types of assets and debts, such as cars and ear loans, and 


^ Bucks, ICennickeii, and Moore (2006) provide an overview of results from the 2004 SCF and additional 
information about the survey. 
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narrowly held wealth components, such as private businesses. In addition, information available 
for both respondents and non-respondents in the list sample provides a means of adjusting for 
differential rates of non-response, which tend to increase with income and wealth (ICennickell, 
2007). Non-response adjusted weights are used throughout the paper so that estimates arc 
representative of the overall U.S. household population (Kennickell and Woodbum, 1999). 

The SCF includes detailed data on households’ assets and liabilities as well as 
information on income, demographics, expectations and attitudes, use of financial institutions, 
current and past employment, and pensions. In addition, the SCF collects information on the 
health insurance status of individuals who live in the household and .seif-reported assessments of 
health for the household head and, in the case of couples, his or her spouse or partner. Of 
particular interest to this study, for nearly all debts, the .survey asks about the purpose for which 
the money was borrowed and the type of institution that made the loan. These two pieces of 
information arc key to identifying “medical debt" analyzed below. 

Medical debt is defined as debt for which cither: i) the loan purpose was “Medical/ 
dcntal/vetcrinary expenses; attorney’s fec.s” and for which the lender was not reported to be a 
lawyer, or; ii) debt owed to a “doctor or hospital; dentist; veterinarian”. Under this definition, 
medical debt may appear in several eategories of loans in the SCF, namely, second mortgages, 
home equity loans, tines of credit, and “other loans.” The “other loan” category captures non- 
mortgage installment loans taken out for a reason other than educational expenses or the 
purchase of a vehicle (which are recorded elsewhere in the survey) and includes outstanding bills 
that are more than .70 days past due. 

This measure of medical debt may understate the actual fraction of household debt 
attributable to medical expenditures for two reasons. First, although respondents are generally 
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reminded to include medical bills as well as similar loans when asked about “other loans," it is 
possible that some SCF respondents may not consider outstanding bills to service providers as 
loans and consequently may not report them.'* Second, it is not possible to identify the types of 
debt charged to credit cards, so outstanding medical debt owed on credit cards is excluded. 
Nonetheless, by calculating the amount of household debt owed for medical purposes, the paper 
provides a rough — albeit likely conservative — estimate of how much aggregate consumer debt 
statistics, which do not capture debts owed to service providers, might change if this type of debt 
were included in the aggregate estimate. 

To my knowledge, only a handful of studies have examined the association between 
wealth, on the one hand, and health indicators or health insurance status, on the other, in the 
Survey of Consumer Finances.^ Researchers interested in these questions for the U.S. have more 
frequently turned to panel data from the Health and Retirement Study (HRS), the Asset and 
Health Dynamics of the Oldest Old survey (AHEAD), the Panel Study of Income Dynamics 
(PSID), or the Medical Expenditure Panel Survey (MBPS). These surveys have at least two 
important advantages relative to the SCF. Perhaps most importantly, as noted by Hurd and 
Kapteyn (2001), Smith (1999, 2004). and others, these longitudinal data sources provide critical 
leverage in potentially identifying causal links between wealth and health by allowing 
researchers to isolate innovations to health or wealth. Second, these surveys include more 
detailed information on specific health conditions, health expenditures (as opposed to 
outstanding medical debt), and health insurance than Is available in the SCF. In examining the 

^ Specifically, ihc SCf- asks “Do you have any olhcr loans?,” and, at the interviewer's discretion, this question is 
followed up with “These may be loans for hou.schold appliances, furniture, hobby, or recreational equipment, 
medical bills, loans from friends or relatives, loans fora business or investment, or other loans” The latter portion is 
opliona! but reponedly is generally read by inlervtewers. 

' Starr-McClucr (1996), Wenziow ei al (2004). Lyons and Yilma/er (2005), and Kennickell (forthcoming) each 
consider questions in this vein using the SCF; relevant results from each of these are discussed throughout the 
remainder of the paper. 
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relationship between wealth and health. Smith (1999, 2004) and Levy (2002) take advantage of 
both of these strengths by focusing on the effect of a new diagnosis of a chronic health condition 
on households’ finances; to the extent its realization or timing is not anticipated, the new 
diagnosis may represent an exogenous “shock” to health.^ 

On the other hand, the detailed information in the SCF on the value of individual assets 
and debts within narrow categories yields a more complete picture of households’ financial 
position and the relative impoiiance of medical debt. The AHEAD. HRS, MEPS, and PSID each 
collect infonnation on about a dozen or fewer categories of assets, and for many non-financial 
assets only the net value is reported.^ Justcr et al (1999) conclude that, by and large, this modest 
set of questions provides reasonably accurate measures of net worth for all but the wealthiest 
households. Of course, the less-extensive wealth modules can preclude analysis of narrower 
questions; for example, in this study I use the information on the loan purpose and lender in the 
SCF to identify medical debt and the sources of these loans. In contrast, medical debt in these 
other surveys is combined with a variety of other types of debts that arc captured by a single 
question regarding debts not specifically covered elsewhere in the interview questionnaire. 

The SCF also includes a number of measures of financial vulnerability as well as 
indicators of the role that medical expenses and health concerns play in households’ finances and 
financial decision-making. Thc.se indicators include households' reasons for saving, major 


!n this spirit, Lyons and Yilmazer (2005) use the retrospective SCF question about income last year compared to a 
“norma!” year to construct a measure of “income shocks”. This variable is key to identification of their 
simultaneous probils ot'health status and indicators of financial strain since it (as well as some other variables) is 
excluded from one of the equations. 

’ For example, the 2003 PSID Supplemental Wealth Files asked the value of; owner-occupied real estate; first and 
second mortgages and other home-secured debt; non-owner occupied real estate (net value); bu.siness or farm equity, 
(net value); vehicles (net value); stock in publicly held corporations, mutual funds, and investment tnists; transaction 
account.s (eg., checking, savings, CDs); other assets (e.g., bond funds, cash value of life insurance); equity in IRAs; 
and debt other than mortgages or vehicle loans (e.g., credit cards, student loans, medical or legal bills) (See 
hltp://simba. isr.umich.edu/Zips/ZipMain.aspx, htlp;//psjdon}ine.isr.umich.cdu/data/Documentation/wlth2003-html). 
MfiPS includes the values of assets in .similar categories and, for non-tinancial assets, collects both the market value 
of the asset and debt owed (Bernard et al {2001}). Asset modules in the FIRS and the AFIBAD survey arc also 
similar to those in the PSID (See hltp;//lirson!ine.jsr.umich.edu/concord/index.html and Smith ( i 995}). 
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foreseeable expenses, and sources of income fluctuations. Further, in contrast to the HRS and 
AHEAD, which capture information only on older households, the SCF is representative of all 
U.S. households and therefore allows analysis of both differences by age and changes over time. 
Because the SCF is a cross-section, researchers cannot use identification strategics such as first- 
differencing to estimate the causal effect of health on wealth, for example. However, it is worth 
noting that panel data approaches may come at a cost, since first-differencing and similar 
strategies can exacerbate the role of measurement error, as underscored by Juster el a! ( 1 999), 
resulting in less precise estimates and potentially misleading conclusions. 

Results 

The heallh-SES gradient in the SCF 

The well established inverse relationship between health and socioeconomic status is 
apparent for several SES measures in the Surx'ey of Consumer Finances (Table !). The first row 
and column of the table indicate that for 30 percent of households in the SCF samples pooled 
from 1989 through 2004, cither the head or spouse/partner, if applicable, assessed his or her 
health as fair or poor. This percentage falls monotonically with income, wealth, and education, 
as shown in the next three panels of the table.* For example, 50 percent of households in the 
bottom income quintile have a head or spousc/partner that reported being in either fair or poor 
health, compared to roughly 15 percent of households in the top income quintile. 

The relatively high proportion of households with low income that report fair or poor 
health partially reflects declines in health associated with age, as illustrated in the bottom portion 
of the table, since retired households tend to have lower incomes. However, excluding 
households with a head aged 65 or older docs not affect the qualitative findings; even over this 
** Tests of the statistical significance of thi.s and other results wit! be available in a forthcoming draft. 
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sample, the share of households reporting fair or poor health declines steadily with income, net 
worth, and education (not shown). The findings arc in line with those of Wenzlow et a! (2004) 
and ICennickell (forthcoming). Both of these studies use the SCF to examine the relationship 
between household characteristics and self-reported health status in a multivariate framework 
and conclude that wealth and income are positively and statistically significantly correlated with 
self-reported health after controlling for other factors such as age, education, and marital status. 

Differcnces in health insurance coverage across income, net worth, and education 
categories mirror the differences in self-reported health status. The middle column of Tabic I 
shows the share of households within each of these groups for which some but not all family 
members have coverage, and the third column presents the share of households for which 
nobody in the household is covered. Households with net worth in the bottom quartilc, for 
example, are about seven times more likely than those in top net worth decile to have at least one 
member who is uninsured and ten times more likely to have no coverage for any family 
member.’ The share of households that do not have health insurance for some or all family 
members declines with age. The high rates of insurance coverage among the oldest group likely 
reflect in large part the near-universal Medicare coverage of individuals who are 65 or older.'” 

Trends in the health-SES gradient and in the role of health issues in household finances 

The first three rows of Table 2 consider the same indicators — self-reported health and 
lack of insurance coverage for some or all family members — across survey years. Tbese results 


These relationships between health insurance coverage and socioeconomic indicators again hold when excluding 
hou.seho!ds with a head who is 65 years old or older. 

The fact that the .share of households in the oldest age group without any insurance is not zero likely reflects both 
the fact that a small fraction of older individuals is not eligible for Medicare and potential respondent error (e.g., 
confusion regarding eligibility versus enrollment) that could not be resolved in review and editing of these data. 
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offer little evidence of a clear time trend in these measures." In contrast, the third panel of the 
table suggests the reasons that household members arc not covered by insurance may have 
shifted over time. The share of such households that reported the cost of obtaining insurance 
was the primary impediment to obtaining health insurance coverage rose from 72 percent in 1989 
to 80 percent in 2004, after hovering around 73 percent in the earlier years. Conversely, the 
fractions reporting that they did not have insurance due to age or health conditions or that they 
were uninsured by choice both appear to have fallen somewhat on net between the 1989 and 
2004 surveys. 

The next three sets of rows in Table 2 consider the frequency with which households cite 
medical expenses as a reason for saving, an anticipated major expense, or the source of a recent 
drop in income. At least when looking over all households, medical expenses are rarely reported 
as the primary motive for saving. In the pooled sample, only 3 percent of households cite the 
need to save in case of illness or for medical/dental expenses as the most important reason for 
saving; another 3 percent mention these as an additional reason for saving, after the primary 
motive. By comparison, roughly a quarter of households in the 1989-2004 surveys report that 
their primary reason for savings is for retirement, and about 1 0 percent cite education expenses 
as the most important reason for saving (not shown). Just over 20 percent of houiieholds 
reported that the most important reason for saving was for emergencies, “rainy days,” or other 
similar unexpected needs, a broad category which of course could include medical contingencies. 
The fraction of households that specifically cite medical expenses as the primary reason for 

^ ‘ Chernew, Cutler and Seliger Keenan (2005) document the rise in the share of unin.surcd non^elderly individuals in 
the U.S. over the 1990,s as measured by the Current Population Survey. They attribute most of this rise to increases 
in premiums, an edcct that was only partially offset by expansion of Medicaid over this period. In most instances it 
is possible in the SCF to identify which individual household members are not covered by insurance, and one can 
distinguish government and private coverage. In a future draft, I intend to e,\amine whether the roughly steady 
overall percentages of households with partial or no insurance coverage between 1989 and 2004 ma.sk variation in 
individual coverage and in coverage by government versus private insurance. 
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saving is similar to the shares citing saving tor family-related reasons (4 percent) or for purchase 
of a home (5 percent). 

A comparison across years suggests that the prevalence of medical expenses as a reason 
for saving may have fallen slightly, with most of this apparent drop occurring between the 1989 
and 1995 surv’eys. The estimated share of households that report health care expenses as a major 
foreseeable expense has likewise declined over time. The final rows of the table indieate that a 
small fraction of households — 2 percent or less in any given year — report that their income in the 
prior year was unusually low compared to a “normal” year due to illness or disability. Looking 
only over households that reported that their prior year’s income was comparatively low, nearly 
half reported the income drop was due to lower labor earnings, e.g., having worked less, loss of a 
Job, or lower salary (not shown); illness or disability, cited by 9 percent of households with 
lower-than-normal income, is among the most common of the remaining reasons. 

Differences in household finances by health insurance status and self-reported health 

Table 3 examines how household balance sheets and debt burdens vary with health 
insurance coverage and health status.*^ Consistent with the results for net worth groups shown in 
Table 1 , median net worth is much higher among households in which all family members have 
insurance than among households in which some or all members lack coverage. Similarly, 
households in which both the head and the spouse/partner (if applicable) report being in excellent 
or good health have a median net worth over twice the median for households where one or both 
reports being in relatively poorer health. Families with insurance for all members and those 
reporting better health are more likely to have assets, and the median value conditional on having 
assets is also higher for these families. 

*' To avoid potential confounding results due to lifc-cycic effects and near-universal Medicare coverage, this and 
subsequent tables exclude households in which cither the head or spouse is aged 65 or older. 
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Both the fraction of households with debt and the median debt (for those with any debt) 
show a similar pattern to that for assets: better reported health and more complete insurance 
coverage are associated with higher rates of debt ownership and with higher median levels of 
debt. However, this pattern does not hold in the case of medical debt specifically. Instead, the 
incidence of outstanding medical debt is lower for households in which all family members arc 
insured (4 percent) compared with those in the uninsured categories (6-7 percent), for example. 
In addition, the median amount of medical debt for families that have any is more similar across 
the groups. The incidence of medical debt is likewise higher among families in the “fair/poor” 
health status category than for those with better self-assessed health. 

The remaining rows of the table indicate that households lacking health insurance 
coverage of all family members and those with worse health status may be more financially 
vulnerable. For example, over 20 percent of households without complete insurance coverage or 
reporting fair or poor health spent more than their income in the prior year, compared with 14 
percent of other households. Similar disparities by insurance status and self-reported health are 
evident in the shares that have been turned down for credit (including having received less credit 
than they had applied for) at some time in the past five years and in the percentage of households 
with financial assets less than the reported desired level of buffer savings, a potential indicator of 
savings adequacy.'^ In contrast, there is little difference in the shares of households that had 
filed for bankruptcy in the last five years, a conclusion that holds for shorter time horizons as 
well (not shown). 

Finally, looking over families with debt, those reporting worse health or lacking health 
insurance for at least one household member are roughly twice as likely to have missed a loan 

The desired level of buffer savings level is measured by the SCF question “About how much do you think you 
(and your family) need to have in saving.s for emergencies and other unexpected things that may come up?”. 
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payment by 60 days or more at some lime in the past year than other households. The share of 
households with regular debt payments exceeding 40 percent of their income, a common 
measure of high household debt burden, also declines with better self-reported health and more 
complete health insurance coverage. 

Importance of medical debt on the household balance sheet 

Table 4 examines in greater depth the relative importance of medical debt in the context 
of households’ finances. The table indicates that, for households as a whole, medical debt is 
generally a small component of the balance sheet, but its importance varies across groups. As 
shown in the first row, just over 4 percent of families in the pooled 1989-2004 data have any 
outstanding medical debt, and the median and 75*^ percentile amounts of medical debt for these 
households arc SI, 200 and $3,300, respectively. The next two sets of columns measure medical 
debt balances and payments relative to other balance sheet components to provide an indication 
of the proportion of families for whom medical debt may represent a significant financial burden. 
Among households with medical debt, loans for medical expenses account for at least half of all 
debt for 23 percent of families and for at least half of non-mortgage debt for 32 percent of 
families. The fraction of such families for whom outstanding medical debt totals at least 50 
percent of assets is 14 percent. Payments on medical debt account for at least half of debt 
payments for 18 percent of families that have medical debt, and for 5 percent of such families, 
payments on medical loans total 20 percent or more of total household income."^ Finally, the 
right-most columns show that, aggregating across all households, medical debt is estimated to 


The smaller proportion of families for whom medical debt payments represent at least half of debt payments 
compared with the proportion with outstanding medical debt totaling at least half of all debt may in part reflect the 
fact that medical loans are more likely than other loans in the same debt categories in the SCF (lines of credit, 
second mortgages, home equity loans, and “other loans") to be reported as having no regular or “typical" payment. 
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represent only a fraction of a percent of all outstanding debt and about 1 .5 percent of non- 
mortgage debt. 

The significance of medical debt as a component of the household balance sheet differs 
by household demographics, health status, and insurance coverage, however. The incidence of 
medical debt, for example, is greater among families with a head or spouse/partner in fair or poor 
health and among families without complete health insurance coverage compared with other 
families. Differences in the median amount of medical debt are less pronounced, particularly 
when comparing households by health insurance status, but the 75“'' percentile value rises 
steadily across these groups. Similarly, the proportions of households for whom medical debt or 
medical debt payments are large relative to other balance sheet components are greater among 
households with poorer self-reported health or incomplete insurance coverage. 

There is even greater variation by income and net worth in the shares of families with 
large amounts of medical debt relative to other types of debt, assets, or income. For instance, 
among families with any medical debt, medical debt accounts for at least 50 percent ofall debt 
for nearly one third of families in the bottom net worth quartile, whereas the corresponding 
fraction among households in the top quartile is less than one tenth. The gradient is steeper 
across income ranges. Interestingly, the shares of households for whom medical debt accounts 
for 50 percent or more of all debt or for whom medical debt payments are more than 50 percent 
of debt payments ticks up in the top net worth and income groups. Households in the upper 
portions of the net worth and income distributions arc less likely than other families to have 
medical debt, but the conditional medians and 75'*' percentiles are notably higher for these 
families than for other households. The estimated proportions of families with medical debt 
equal to at least half of assets falls to zero for households with net worth above the 25''’ 
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percentile, and the share for whom medical debt payments arc 20 percent or more of income is 
essentially zero for families with income above the 60‘^ percentile. 

The share of families with medical debt generally declines with age, whereas the 
conditional median and 75'^ percentile values tend to rise for the older age groups. The 
percentages of families with high levels of medical debt or medical debt payments when 
measured as shares of other balance sheet components typically fall slightly with age before 
rising to a peak among households in the oldest age group. The differences by age, however, 
tend to be smaller than those across other categories. As shown in the final rows of the table, the 
estimates of the incidence, amount, and aggregate shares of medical debt do not suggest a clear 
trend between 1989 and 2004 in the Importance of medical debt on the household balance sheet. 

The findings that households without full insurance coverage are more likely to have 
medical debt than fully insured families and that conditional medians of medical debt vary little 
by insurance status generally hold within subgroups defined by demographic characteristics or 
self-reported health (Table 5). Comparing the first two columns, uninsured households are more 
likely to have outstanding debt for medical expenditures than insured households within each of 
the demographic categories.'^ Differences by insurance status in the median amount of medical 
debt, conditional on having any, are often small. More often than not, the conditional median for 
uninsured households is lower than that for insured households, and the instances where the gap 
reverses may entirely reflect sampling variability of the estimates. Nonetheless, it is notable that 
these exceptions to the general pattern occur for households that may be more vulnerable to 
health shocks, specifically families in the lowest income and net worth groups and those in 
which either the head or spouse/partner reports being in fair or poor health. 

To ensure sufficient sample sizes within cells, the table combines net worth categories above the median and 
income categories above the 60'^ percentile. Similarly, households with some uninsured family members are 
combined with those for which all family members are uninsured. 
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The conclusions that uninsured households with medical debt are more likely than 
households with full insuranee to have high ratios of medical debt to non-mortgage debt and high 
ratios of medical debt payments to all debt payments are more sensitive to conditioning on 
demographic characteristics. Moreover, these conclusions generally do not hold aeross survey 
years. For example, within subgroups defined by age, net worth, or self-reported health status, 
medical debt is more likely to be half or more of all non-mortgage debt for unin.sured households 
than for insured households, in line with the overall differences shown in Table 4, However, for 
households in the second and third income quintiles that have medical debt, the share of 
uninsured families with high levels of medical debt by this measure is slightly lower than the 
share among fully insured families. In addition, the gap in this measure for the pooled 1989- 
2004 sample appears to be driven by differences in the 1992 and 1995 surveys that are not 
apparent in other years. Similarly, after conditioning on the subgroups considered in the table, 
the shares of families with medical debt for whom the majority of debt payments arc attributable 
to medical loans, shown in the final columns, do not show a consistent pattern by in-surance 
coverage. 

Conclusion 

This paper highlights relationships between .self-reported health, health insurance, 
medical debt, and hou.sehold finances using data from the U.S. Survey of Consumer Finances. In 
addition to illustrating the health-SES gradient found in numerous studies, the paper draws on 
several components of the SCF to provide a more -detailed picture of the role that health and 
medical concerns play in household finances. First, the paper examines how measures of 
financial vulnerability vary with self-reported health status and with health insuranee coverage. 
Second, the paper extends prior studies by utilizing the detailed information on debts in the SCF 
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to examine how the amount and shares of debt and debt payments attributable to medical 
expenditures vary across households, 

1 find that, on the whole, medical debt is generally a small component of household 
liabilities; less than 5 percent of all households reporting outstanding medical debt at the time of 
the interview. Analysis of families’ reported reasons for savings, for instance, similarly suggest 
that, although medieal expenses are among households’ most important savings motives, they 
appear to be less prominent reasons than retirement or educational expenditures, at least when 
looking across all households. Importantly, however, medical debt is a substantial portion of 
debt for some select subgroups; for example, medical debt totals at least half of all debt for one- 
third or more of low-income and low-wealth households that have medical debt. Medical debt 
generally also plays a larger role in the balance sheets of unin.sured households and of 
households in which either the head or spou.se reports being in only fair or poor health, though 
some of these difference may of course reflect correlations with other household characteristics. 

These descriptive results are intended to form the basis of a more in-depth analysis of the 
role that medical expenses and health concerns play in households’ finances and financial 
decision-making. Like empirical associations between health and SES indicators, the 
correlations between health and health insurance, on the one hand, and medical debt and 
financial vulnerability, on the other, could be driven by a variety of mechanisms. For example, a 
pre-existing medical condition may both prevent an individual from obtaining insurance and lead 
to high medical bills. Alternately, households who choose to self-insure may have 
comparatively high levels of medical debt because all medical costs are paid out of pocket, not 
necessarily because they face particularly frequent or expensive medical shocks. These 
households may also choose to finance their medical expenses rather than to pay for them out of 
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savings or income; their medical debt may therefore indicate a payment choice rather than 
financial or health vulnerability. This preliminary analysis cannot disentangle the variety of 
potential causal relationships. 

Finally, the results suggest that incorporating indicators of households’ vulnerability to 
medical expenditure shocks would likely lead to estimates of greater inequality in household 
well-being than would be obtained from inequality measures based only on income or wealth. 

In particular, differences across groups in self-reported health, insurance coverage, and the 
magnitude of medical debt suggest these factors tend to reinforce disparities in income and 
wealth. Consequently, lower-income and lower-wealth families may be more likely to 
experience a negative health shock and may face greater financial consequences if such a shock 
occurs- A number of approaches to defining multi-dimensional measures of inequality have been 
developed in recent years, and identifying the merits and drawbacks of each and refinement of 
these techniques is an area of ongoing research.'^ Drawing on this literature to quantify the 
extent to which estimates of inequality would change when considering a broader mea.sure of 
well-being that encompasses health-related indicators would be an important extension of the 
results presented here. 


See, for example, Nilsson (2007) and Justino (2005) for empirical applications and comparisons of techniques for 
analyzing inequalily in multiple dimensions. 
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Table 1: Self-Reported Health and Health Insurance Status by Selected Household 
Characteristics 


Percent 


Household Characteristic 

Head or Spouse/Partner 
in Fair/Poor Health 

Health Insurance Coverage 

Partial No Coverage 

All Households 

30 

19 

9 

Income Pcrcenlile 

Less than 20 

50 

32 

18 

20-39.9 

37 

28 

15 

40-.39.9 

27 

19 

9 

60-79.9 

22 

1 1 

4 

80-89.9 

17 

6 

•7 

90- 1 00 

12 

4 

1 

IVorth Percentile 

Less than 25 

38 

36 

2J 

25^9.9 

32 

22 

10 

50-74.9 

28 

!2 

5 

75-89.9 

24 

8 

2 

90-100 

19 

3 

2 

Education of Head 

No high school diploma 

57 

3i 

15 

High school diploma 

33 

22 

I 1 

Some college 

25 

19 

9 

College degree 

16 

10 

5 

Age of Head 

Less than 35 

18 

29 

16 

35,-44 

21 

20 

i 1 

45-54 

2 ? 

20 

9 

55-64 

39 

IS 

8 

65 or older 

51 

7 

2 


Notes: Pooled data from 1989-2004 Surveys ofConsumcr l inanccs. ‘Tartiai" health Insurance coverage 
refers to households in which at least one but not all household members are uninsured. “No 
Coverage” refers to households in which no household member has health insurance. 
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Table 2; Trends in Health, Health Insurance, and Medical-Related Financial Indicators: 
1989-2004 Surveys of Consumer Finances 


Percent 


Percent of 




Year 




Households With; 

1989-2004 

1989 

1992 

1995 

1998 

2001 

2004 

Head or Spouse/Partner in 
Fair/Poor Health 

30 

30 

29 

30 

30 

31 

30 

Health Insurance 








Someone uninsured 

19 

19 

20 

18 

19 

17 

21 

All uninsured 

9 

9 

9 

9 

10 

9 

10 

Reason no health insurance' 








Too expensive 

75 

72 

14 

73 

74 

75 

80 

Can’t gel: ineligible 

1 1 

8 

10 

13 

12 

13 

10 

Can’t get; Age or health 

3 

5 

5 

3 

2 

2 

2 

Don’t want or need 

7 

U) 

8 

6 

8 

4 

7 

Illness or medical/dental expenses as savings reason 







Primary reason for saving 

3 

5 

4 

3 

3 

3 

2 

Any reason for saving 

6 

9 

7 

6 

5 

6 

5 

Expect major health care/medical expenses in next 5- 

10 years^ 






Yes 

17 

21 

20 

18 

13 

14 

15 

Income unusually low last year due to illness or disability' 






All households 

Households with unusually 

\ 

— 

— 

2 

2 

1 

! 

low income last vear 

9 



10 

1 i 

7 

7 


Notes; “Can’t get: Age or health” includes those who saitl (hey c»)uld not get insurance due to poor health, age. 


illness, ora pre-existing condition. “Can't get: ineligible" includes families without insurance due to job 
loss, lack of coverage on the job, loss of parental coverage, or loss of public assi.stance. “Don't want or 
need” consists of those reporting (hey did not believe in health insurance or did not need it because there 
was not much sickness in the family as well as those reporting they self-insured or could manage their 
health without insurance. Columns do not sum to 100 clue to omission of other categories. 

■ Respondents could provide up to 6 anticipated financial obligations in the 1995-2004 surveys, up to 5 in 
1992 survey, and up to 3 in 1989 survey. 

Question was not asked in 1989 and 1992 SCFs. 
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Table 3: Household Balance Sheet Components and Selected Financial Characteristics by Health 
Insurance Status and Self-Reported Health 




Health Insurance Status 

Self-Reported Health 


All Covered 

Some Uninsured 

All Uninsured 

Excelient/Good 

Fair/Poor 

Median net worth 

86,4 

19.8 

7.9 

76.4 

30.2 

Have any assei.s 

97% 

95% 

90% 

97% 

92% 

Median assets 

I63.9 

54.4 

21.0 

151.0 

71.7 

Have any debt 

86% 

81% 

68% 

85% 

76% 

Median debt 

49.9 

19.7 

1 1.4 

48.0 

20.6 

Have medical debt 

4% 

7% 

6% 

3% 

7% 

Median medical debt 

1.3 

l.l 

1.2 

1.1 

1.4 

Spending e.xceeded 

income last year 

14% 

22% 

22% 

14% 

2i% 

Filed for bankruptcy in 

past five years' 

5% 

4% 

5% 

5% 

6% 

Turned down for credit 

in past five years 

23% 

36% 

3 1% 

25% 

28% 

Financial assets < 

desired buffer savings' 

25% 

53% 

65% 

27% 

47% 

Dehiors 

Payment 60 ^ days 

past due in last year 

6% 

16% 

16% 

6% 

14% 

Debt paymenl.s > 40 

percent of income 

10% 

17% 

18% 

11% 

14% 


Notes: Medians are thousands of 2004 dollars. Median assets, debt and medical debt conditional on having any; late 
paymenUs and paymcnt-to-rncome ratio > 40 percent condition on having debt. Pooled data from 1989-2004 
Surveys of Consumer Finances for households with both head and spou.sc/partncr (if applicable) under 65. 

' {bankruptcy question tlrst asked in 1998 SCF. and desired buffer savings level first a.skcd in 199.5 SCF. 
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Table 4; Relative Magnitude of Medical Debt and Medical Debt Payments by Selected Household Characteristics 



Have 

Medical I)chi ( Ihous. 2004 S)‘ 


Mcdkal Dels > 50% of 


Medical IX-hi Pavmeriis' 

Medical Dcl>! Share ol 


Medical 

tiebt 

Median 

75lli 

Percentile 

Ail 

Debt 

Ncm-Monga^ 

Debt Assrts 

>.507'»iil'rXibl 

Pavinenis 

income 

AM 

Dcbi 

Noii-Mongagc 

Deb! 

AM Hou^chi.>li1s 

4.4 

12 

3.2 

23 

32 

14 

IS 


0 3 

I.,5 

Heitllh Sliitii.s 

tr.xccllciadood 

5 5 

1 1 

2-8 

17 

27 

11 

i5 

.1 

0 2 

08 

Fnir'Hwir 

7,2 

1.4 

4 2 

31 

28 

(8 

22 

7 

4 

46 


All uHotcd 

27 

i.2 

2.0 

19 

29 

in 

f6 

4 

0.2 

!.l 

Sonic mMiicd 


1,1 

-V-S 

27 

21 

16 

20 

S 

1 

1.5 

None injured 

6.2 

1.2 

39 

32 

41 

24 

21 

9 

1.5 

4.4 

;Vi'/ H'nrih Pen enlilc 

Lcsn ifian 2.5 

69 

1.2 

3.6 

32 

35 

31 

22 

7 

26 

4.0 

25 4').'» 

.4,0 

1.2 

2 6 

18 

32 

0 

17 

4 

2 

1 2 

50-74.‘J 

2.7 

1 2 


14 

25 

0 

12 

5 

n.2 

i.O 


1.5 

2.-5 

7.2 

3 

22 

0 

s 

2 

1 

0.7 

OO-lOO 

0,7 

2.6 

4-7 

8 

29 

0 


0 

1)0 

0.2 

l>ii omc Pci t r nin'c 

Less ihan 2f> 

a. 8 

1.0 

4 4 

43 

46 

36 

20 

14 

) 

5.0 

20- >9 y 

6.2 

t.l 

29 

25 

37 

13 

20 

6 

3 

2.x 

40-59.9 

5.? 

t 4 

2 5 

19 

29 

7 


•s 

O.S 

2 4 

60-79.9 

.2,5 

t.2 

26 

8 

t5 

5 

to 

0 

0,2 

1.0 


24 

t « 

5 3 

8 

26 

0 

9 

0 

0.1 

0.7 

'«V-lO0 

1,0 

l.t 

? 2 

it) 

14 

0 

12 


0 0 

02 

.'l^v "1 fk-mi 

Less than 25 

5.7 

0.9 

2.6 

23 

31 

(4 

17 

•4 

0 5 

i 9 

25 .44 

4,2 

i.3 

3,3 

21 

30 

13 

16 

6 

0.2 

1,2 

45-54 

2.4 

1.6 

4.6 

22 

34 

10 

15 

i 

0.2 

1.3 

55-64 

.15 

1 2 

5.1 

28 

34 

17 

26 

M 

0.4 

1.6 

rear 

\m 

5.4 

1 5 

3.6 

23 

34 

12 

22 

10 

0.6 

1.7 

\‘P>2 

7.7 

1.0 

2.6 

26 

33 

IS 

16 

) 

11,5 

2.0 

I0«S 

4,4 

I.I 

3.« 

14 

22 

6 


2 

0.3 

1 

!MR 

.1 1 

1.2 

3.0 

21 

37 

to 

IS 

2 

0.1 

1.0 

2CI0t 

2.6 

1,5 

28 

29 

37 

17 

IS 

7 

0,3 

1 

2004 

2.8 

1 5 

4 2 

2.3 

27 

22 

19 

5 

5.2 

i 6 


Nuie PiM)te>j iluij Ih'in ^(XI4 ol (.uiisiiiiivr i-'iniince'> li>r hu•l^«hl>ld^ wiih heMluml'iMHiwpannef (li'apniicabtcl un<lC( 

iXiSi pcicciiiikMina iKiicenia^v.sui lK<u>ehvia>ci)rKlilk>ruaon huvinyiiny medical debt. 


VerDate Nov 24 2008 14:36 May 25, 2010 Jkt 056473 PO 00000 Frm 00095 Fmt 6633 Sfmt 6633 S:\GPO\HEARINGS\56473.TXT SJUD1 PsN: CMORC 



90 


Table 5: Relative Magnitude of Medical Debt among Household Liabilities by Selected 
Household Characteristics and Health Insurance Status 



Percent with 
Medical Debt 
Insured Uninsured 

Median Medical Debt 
tThous. of 2004 Dollars') 
insured Uninsured 

Medical Debt > 50% of 
Non-Morts’atJL' Deb! 

Insured Uninsured 

Medical Debt Pmts > 
50% of Debt Payments 
Insured Uninsured 

Heallh Slaliis 

ExcellentyGood 

3.1 

4.9 

1.2 

0.9 

25 

33 

13 

19 

Fair/Poor 

5.8 

10,3 

1.3 

1.6 

37 

40 

22 

2! 

Nel Worth Percentile 

Less than 25 

6.5 

7.7 

Li 

1.3 

31 

41 

20 

25 

25-49.9 

4.6 

6,3 

1.3 

1.0 

31 

35 

18 

16 

50 1 00 

2.1 

5.4 

L3 

1.3 

24 

27 

10 

13 

Income Percentile 

Less than 20 

5.6 

6.0 

0.7 

1.3 

39 

54 

30 

30 

20-39.9 

5,3 

7.6 

L3 

1.0 

37 

36 

2! 

19 

40-59.9 

5.0 

8.0 

1.4 

1.4 

30 

26 

15 

9 

60-100 

2.3 

5.4 

14 

l.l 

17 

22 

7 

24 

Age of Heat! 

Less than 35 

5.f 

7-2 

1.0 

0.9 

29 

.34 

17 

17 

35-44 

3.6 

6,6 

1,3 

1.1 

28 

35 

12 

25 

45-54 

2,8 

5.9 

1.7 

1.5 

31 

40 

15 

14 

55-64 

2.1 

7,1 

1.5 

l.l 

28 

46 

24 

29 

Year 

1989 

4,3 

9,0 

1,8 

1.2 

34 

.)4 

21 

23 

1992 

6.1 

12,8 

0.9 

1.3 

25 

45 

13 

21 

1995 

4.1 

5.5 

l.l 

l.l 

17 

37 

ii 

17 

1998 

2,8 

4,2 

1.4 

0.6 

39 

31 

18 

16 

2001 

2,8 

6.4 

1,2 

1.7 

37 

38 

20 

16 

2004 

2,5 

3.7 

1.5 

1.0 

29 

22 

16 

27 


Note: “Insured” includes households in which alt members have health insurance coverage. “Uninsured” includes households in 
which at least one member is uninsured. Median debt and percentages of households conditional on having any medical 
debt. Pooled data from 1989-2004 Surveys of Consumer Finances for households with both head and spousc/partner (if 
applicable) under 65. 
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The Prepared Statement of Kerry Bums, Coventry, Rhodes Island 


Chairman Whitehouse, Ranking Member Sessions, Members of the Committee, thank 
you for the opportunity to participate in today's hearing. My name is Kerry Burns, and 1 
am from Coventry, Rl. I am here to tell the story of my family's medical debt. My story 
starts in 2004 with the birth of my son, Finnegan. A day after Finnegan's birth, he was 
diagnosed with Cystic Fibrosis, something that shocked and devastated me and my 
husband, Patrick. Finnegan was a fighter from the start— after some initial difficulties, 
he thrived in all areas. Fie was a bright, funny, caring and loving little boy, who was the 
light of our lives. Finnegan was hospitalized in intensive care for thirteen months before 
he passed away this past March at four and a half years old. 

In February 2008, Finnegan became sick with what we thought was just a common cold. 
After several days of vomiting and simply not feeling well, Finn's doctors suggested we 
bring him to the hospital to see if he was dehydrated. When we brought Finn to the 
emergency room, the doctors ascertained that he had a major bowel obstruction, which 
required surgery. The night of the surgery, Finn went into cardiac arrest and we were 
told by the surgeon that Finn would likely not survive the necessary emergency surgery. 

Finn did survive that surgery. He had six surgeries in his first nine days in the hospital, 
and survived countless others. He was intubated for almost two months and then 
received a tracheotomy. Finn was in very rough shape, but slowly, amazingly, his 
condition began to improve. He showed a fierce spirit and will to live. Finnegan spent a 
total of eight months at Hasbro Hospital in Providence. We were then sent to Yale 
University for transplant evaluation. It was determined that Finnegan would require a 
multi-organ transplant, and we were transferred to Georgetown University Hospital 
here in Washington, 

My husband and I stayed right by our son's side during every step of his fight. To do 
this, we both had to take leave from our jobs. We could not, however, have anticipated 
how long Finn's treatment would last, or the ultimate financial ramifications of our 
decision to be with him. 

During this period, we had only temporary disability income and unemployment 
benefits, which were far less than we had earned before. We struggled to pay our 
monthly bills including our mortgage. As our money dwindled and the bills began to pile 
up, we did everything we could to keep our heads above water, including cashing in our 
retirement funds and selling belongings for extra money. Once we were sent to 
Georgetown for care, we sold our second car. Family and friends were gracious and 
generous enough to donate money to help us. 

Eventually, the bills piled up beyond our ability to pay them. We were forced to default 
and, despite our circumstances, creditors were unwilling and/or unable to work with us. 
They wanted money and we simply had none to give them. The collection calls were 
unrelenting— upwards of 30 calls to each our cell phones each day— all while we were in 
an intensive care unit willing our son back to health. 
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As Finn's hospitalization stretched from weeks to months, we had to make difficult 
decisions about which bills to pay. The top priority was retaining ownership of our 
home and I am proud to say that we were able to make our mortgage payments 
through ten months of Finn's hospitalization. Unfortunately, starting this past January, 
we were no longer able to make our mortgage payments. 

The emotional hardship my husband and I endured over the course of our son's 
hospitalization pales in comparison to what we have felt since his loss— losing a child is 
the greatest injury for a parent and something we would not wish on anyone. As if this 
loss were not enough to handle, and rebuilding our lives without our son was not hard 
enough, we have been faced with financial ruin. 

When people hear about our story and our financial problems, it is often assumed that 
we did not have medical insurance to cover Finn's expenses. We did have insurance, 
and the vast majority of Finn's treatments— totaling nearly five million dollars— were 
covered. We were lucky enough that my husband's former-employer covered our 
insurance for several months. After that, we had to pay extensive COBRA fees to 
maintain our insurance until being approved for state sponsored health care. 

Our return to Rl from Washington was difficult for many reasons. First and foremost, 
we came "home" without the most important person in our lives. We had so little 
money left, that I was selling belongings on EBay to get gas and toll money for the ride 
home. Back in Rl, we did not return to our house, as we were unsure of when the 
foreclosure process would actually "take" it— instead, we lived with friends in their 
apartment for two months. We had difficulty renting an apartment because our credit 
has been ruined. In order for both my husband and I to return to work, we need two 
cars. We only have one, and will be unable for some time into the future to obtain a 
second. 

1 had no prior knowledge about how one would file bankruptcy, and certainly never 
thought I would be in the position to have to do so. 1 have found that it is a demeaning 
and demoralizing process, one that my husband and I are in through no fault of our 
own. We simply made the right choice as parents, to be with our son in his greatest 
time of need. In order to file bankruptcy, we needed money for a $250 retainer and a 
$1300 filing fee. We had to borrow the money needed to "officially" go bankrupt. 

As if this were not enough, a credit counseling class is required, both before and after 
the filing, with fees in addition to the other costs of filing. My husband and I sat down 
to take this class online, and were surprised by the tone of the questions— which 
seemed quite insulting, which included those about why we are going bankrupt and 
how we could have avoided the situation in which we currently find ourselves. In 
addition, the course required us to recalculate and resubmit the financial information 
already submitted to our lawyer. 
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I believe the Medical Bankruptcy Fairness Act, introduced by Chairman Whitehouse, 
would help families like mine recover from medically-based financial hardship. As I 
understand it, the bill would waive some of the procedural hurdles to bankruptcy relief 
including the humiliating credit counseling requirement. The bankruptcy system needs 
to be modified to take into account how people came to bankruptcy. 

I have worked since the age of 14. I have a master's degree and have spent my 
professional social work career helping others. To not be able to help myself and my 
husband financially, after not being able to save my son, is embarrassing and shaming, 
and truly adds insult to injury. It is my hope that by sharing our story, changes can be 
made to the system to help others in similar situations in the future. Thank you. 
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Chairman Whitehouse and Members of the Subcommittee, thank you for inviting me here 
today to discuss the causes and consequences of medical bankruptcy. We are in the middle of a 
great national debate on health care. For the first time in more than 1 5 years, we are truly trying 
to fix the broken health care system - and deal with the twin problems of the status quo, 
skyrocketing health care costs and the millions of Americans living without health coverage. As 
Congress and the Administration wrestle with the big picture and the very important details, it 
will be critically important to ensure that health reform guarantees that coverage and care will be 
affordable for Americans of all incomes. 

I know that the Committee is concerned about the financial hardships that many 
Americans experience due to health care costs, particularly bankruptcy. As you know, medical 
expenses are a major factor in nearly two-thirds of bardcruptcy filings.^ People with poor or no 
health insurance coverage and a significant health problem are more likely to accrue 
considerable medical debt than people who have good coverage and good health - and thus are 
particularly vulnerable to bankruptcy. Yet when they reach bankruptcy court, the bankruptcy 
trustee has little ability and little incentive to address the underlying factors that have led to 
medical debt and medical bankruptcy, including insurance company denials and aggressive 
collection efforts by medical debt collectors. Medical debt is, of course, a symptom of larger 
problems in our health care system - and the solution to medical debt and medical bankruptcy is 
real health reform that results in affordable, reliable health coverage and affordable health care 
for all Americans. 
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The problem of unaffordability is most apparent for the nearly 47 million Americans who 
lack health insurance. Roughly two thirds of Americans without health insurance have incomes 
below 200 percent of the federal poverty level — or approximately $44,000 for a family of four. 
Most people without health insurance are workers or live in families with a worker, but do not 
have health coverage through an employer.^ With the annual average cost of employer- 
sponsored health insurance nearing $ 1 3,000 in 2008, health insurance is clearly unaffordable for 
families who must purchase it on their own.^ 

Sadly, even people who actually have health insurance increasingly face problems paying 
for health care. A growing number of Americans with health insurance face affordability 
problems for health insurance and for health care. For example, a recent analysis by the 
Commonwealth Fund identified 25 million adults with health coverage as underinsured - that is, 
they had out-of-pocket medical spending that absorbed at least 10 percent of family income, or, 
for low-income adults (defined as 200 percent of the federal poverty level), at least 5 percent of 
family income; or if they faced deductibles of at least 5 percent of family income. This 
represents a 60 percent increase from the 15.6 million Americans who were underinsured in 
2003.“ 


Another study, which explored families’ actual problems paying medical bills, found that 
one if five Americans reported problems paying medical bills in 2007. This work from the 
Center for Studying Health System Change indicates that even moderate levels of out-of-pocket 
spending relative to family income - that is, spending that is well below the 5 or 1 0-percent of 
family income considered to be underinsured by the studies just cited - created medical bill 
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problems. For example, two-thirds of the individuals who reported trouble paying medical bills 
spent 5 percent or less of their family income on health care.’ As author Peter Cunningham 
noted, many families have little wiggle room within their family budgets for large or unexpected 
out-of-pocket health care expenses. And even a relatively low level of health care spending 
compared to family income can create financial stress for low-income families. (See chart 
below.) 


Burden of medical bills for families spending 2.5% or less of family income 

% with medical bill problems 



Less than 200% 200-400% 400% of poverty 

of poverty of poverty and higher 

Family income level 


Source: P. Cunningham, C. Miller and A. CassH, "Living on the Edge: Health Care Expenses Strain Family Budgets," Center for 
Studying Health System Change. 


The risk of being underinsured or experiencing financial problems due to health spending 
varies not only by family income but also by health status. Health care affordability is 
particularly elusive for individuals with chronic illness and other conditions that require on- 
going, often costly, medical care. In particular, individuals who are older, have an activity 
limitation, have a chronic condition such as diabetes, heart disease, or arthritis, or have 
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experienced stroke, are more likely to spend a high proportion of their income on health 
expenses. (See chart below.) If these individuals are not covered by an employer-sponsored 
health plan, or lose this coverage, their ability to purchase coverage in the non-group market is 
limited at best. Far from serving as a safety-net, the non-group market systematically denies 
coverage, limits benefits or charges excessive premiums to individuals with pre-existing 
conditions or whom they perceive as likely to need care. And if these individuals do have 
coverage through the non-group market, they are more likely to have their coverage unfairly 
rescinded by their insurance company or experience a rapid increase in premiums to maintain 
their coverage. Ironically, then, underinsurance or financial problems are most likely to arise for 
people who get sick — the very population that insurance is supposed to protect. 


Groups at high risk of having high financial burden for health care, 2003 

; 56 % 



Age Fair Any Diabetes Stroke/ Heart Arthritis 

55-64 or poor activity other disease 

health limitation cerebral 


Note: High Financial Burden defined as families spending more than 10% of their after-tax income on health 
care, including premiums and out-of-pocket health costs. 

Source: Kaiser Family Foundation, based on Banthin, 15 and DM Bernard. "Changes in Flnanciai Burdens for 
Health Care," lAMA 296(22), December 2006. 


VerDate Nov 24 2008 14:36 May 25, 2010 Jkt 056473 PO 00000 Frnn 00104 Fmt 6633 Sfmt 6633 S:\GPO\HEARINGS\56473.TXT SJUD1 PsN: CMORC 



The Consequences of Affordability Problems 

We know that unaffordable health insurance makes health care itself unaffordable and 
unavailable. As the Institute of Medicine recently noted, there is a chasm between the health 
care needs of people without health insurance and access to effective health care services. 

People without health insurance are more likely to delay care, to get less care, and to die when 
they get sick.^ 

People who are underinsured can experience very similar problems getting needed care. 
According to the Commonwealth Fund, underinsured individuals are two to three times as likely 
as insured individuals to forgo various needed medical services because of cost^ Of sicker 
underinsured adults, a lull two-thirds went without needed care due to cost, including half of 
individuals with a chronic condition forgoing necessary medications.* According to a recent 
Kaiser Family Foundation survey, concerns about affording needed medical care led insured 
individuals to cut back on care due to cost. Responses included postponing care (34%), skipping 
a recommended medical visit or treatment (30%), not filling prescriptions (27%), and skipping 
doses or cutting pills (2 1 %) 

People who are under-insured not only face the medical problems of inadequate 
treatment; they also face financial problems from the treatment they actually get. Of sicker 
underinsured adults, three-fifths reported having been contacted by a collections agency. In a 
2007 survey, respondents reported making difficult choices between using up a lifetime of 
savings, running up credit card debt, skipping the purchase of other necessities, or adding a 
mortgage against their home in order to pay medical bills.'** 
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Home mortgage foreclosure, another personal financial catastrophe, is also related to 
health care expenses. Seven out of ten respondents in a recent survey of borrowers in 
foreclosure reported unmanageable medical bills as an underlying cause of their foreclosure, or 
had experienced other medical disruptions to their income, such as lost work due to illness or 
using home equity to pay medical bills.' * 

Finally, medical bankruptcy represents the far extreme of the financial problems 
individuals without health insurance or with inadequate insurance can face. Hard-to-manage 
health care spending may not appear as easily-identifiable medical debt, but may instead be 
hidden in second mortgages, large credit card debt or unsecured loans. Many medical debtors 
turn to borrowing to cover accrued medical expenses in order to continue treatment - and 
continuing treatment may be their highest priority. For example, a recent debtor in eastern North 
Carolina incurred $30,000 in uncovered medical expenses for a child who needed cardiac 
surgery. He borrowed $30,000 to pay for that first surgery because a necessary second surgery 
was withheld until the first bill had been paid. With $30,000 in unreimbursed medical expenses 
from the second surgery, as well as loans to cover the initial surgery, the father was forced into 
bankruptcy. 

In some cases, bankruptcy may be driven not by underinsurance but by bad insurance 
company practices. Unfortunately, bankruptcy trustees have little opportunity or incentive to 
look into unwarranted denial of claims or unwarranted rescission of coverage - even though 
these practices may push individuals with health coverage into bankruptcy. And those who 
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suffer from a wrongful rescission or denial include not only the debtor, but also all the other 
creditors, whose debts are devalued by the bankruptcy filing. 

Bankruptcy Reform and Medical Debt 

One approach that would provide immediate relief to medical debtors would be to reform 
bankruptcy rules for individuals who are driven to bankruptcy by medical expenses or the 
secondary effects of medical expenses. Senator Whitehouse, for example, recently introduced 
the Medical Bankruptcy Fairness Act (S. 1624). This proposal would provide individuals with 
medically-related debts easier access to Chapter 7 to discharge their debts. It would also allow 
medical debtors to retain at least $250,000 in home value, and enable them to bypass 
burdensome and inappropriate credit counseling requirements. This approach would give 
medical debtors a less burdensome, less catastrophic bankruptcy option that recognizes the 
unique circumstances that have driven them to bankruptcy. Until our nation implements 
systemic health reform - and ensures that coverage and care arc truly affordable - we must open 
new avenues for families struggling under crushing medical debts. 

Ending Medical Bankruptcy: Health Reform and Affordability 

Patients with cancer and other chronic conditions, low-income families and individuals 
who are currently uninsured all hope to gain greater financial stability and access to health care 
with health reform. Successful health reform must not just make health insurance affordable; 
affordable health insurance has to make health care affordable. 
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I am confident that Congress will conclude that the problems 1 have outlined in my 
testimony - families forced into bankruptcy, people with chronic conditions going without 
necessary care, low-income families experiencing the squeeze of unexpected medical bills - are 
merely a symptom of the larger problems in our health care system. Today we leave too many 
Americans without health insurance - and even more without adequate coverage. High 
deductibles and unrealistic copayment responsibilities leave people with chronic illness at 
perpetual risk of financial ruin. Health insurance companies are able to deny coverage to people 
with health problems, exclude pre-existing conditions from coverage when they offer it, and 
charge unmanageable premiums. They can even rescind coverage when their policyholders get 
sick, leaving people who had faithfully paid their premiums without the financial protection they 
thought they had paid for. 

Congress can fix these problems. Health reforms that ensure that all Americans have 
health insurance coverage with adequate benefits and reasonable copayment responsibilities will 
provide real financial protection and real access to health care services. Health reforms that curb 
insurance companies’ discriminatory practices will ensure that everyone can purchase and retain 
comprehensive coverage, including coverage for pre-existing conditions. And health reforms 
that require everyone to have coverage, while guaranteeing that individual and family premium 
contributions are affordable, will end the cost-shifting and uninsurance that are hallmarks of the 
current system. 
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A Chance Not to be Missed 

Along with every other American, I am counting on the Congress and the President to 
enact reform that will provide answers to these questions — answers that will give all of us 
affordable coverage and affordable, quality health care. I can’t help asking myself how things 
would be different if we had achieved health reform in 1993 or 1994. Would millions of people 
be going without needed treatment? Would families be facing medical bills they cannot pay? 
We’ve asked these questions for too many years and watched too many families suffer. It’s time 
to stop asking questions and provide the answers Americans are looking for. We can and must 
seize this opportunity to effectively reform our health care system for the American people. 


* D. HimmeLstein, D. Thome, E. Warren, S. Woolhandler, “Medical Bankruptcy in the United Sites, 2007: Results 
of a National Study,” The American Journal of Medicine, August 2009 (Voi. 122, Issue 8, Pages 741-746), 
available at: http;//www.pnhp.org/new_bankniptcy_study/Bankruptcy-2009.pdf. 

^ Kaiser Family Foundation, The Uninsured: A Primer, October 2008, available at; 
http://www.kff.org/uninsured/uDload/7451-04.pdf 

^ Kaiser Family Foundation/Health Research and Education Trust, “Employer Health Benefits 2009 Annual 
Survey,” available at: http://chbs.kfforg/pdf/2009/7936.pdf 
C. Schocn, S. Collins, J. Kriss and M. Doty, “How Many are Underinsured? Trends Among U.S. adults, 2003 and 
2007,” Health Affairs 27 no. 4 (2008):w298-2309. 

^ P. Cunningham, C. Miller and A. Cassil, “Living on the Edge: Health Care Expenses Strain Family Budgets,” 
Research Brief. Center for Studying Health System Change, No. 10, December 2008. 

® Institute of Medicine, “America’s Uninsured Crisis: Consequences for Health and Health Care,” Report Brief 
February 2009, available at; 

http://www.iQm.edu/Obiect. File/Master/63/122/America%27s%20Uninsured%206%20Dager%20FINAL%20for%2 
0web.pdf 

^ C. Schoen, “Insured But Not Protected,” Health Affairs 2005: hithaff. w5.289vl , available at: 
http://content.healthaffairs.org/cgi/reprint/hlthaffw5.289vl?maxtoshow=&HlTS=10&hits=10&RESULTFORMAT 
==&authorl=schoen&andorexactfuiltext=and&searchid=l&FIRSTrNDEX=0&resourcetype=HWCIT 
® C. Schoen, “Insured But Not Protected,” Health Affairs 2005: hithaff. w5.289v'I . 

^ D. Rowland, “The Adequacy of Health Insurance,” Testimony before the United States Senate Committee on 
Health, Education, Labor and Pensions, February 24, 2009, available at; 
http://www-kfforg/unjnsured/^upioad/7870.Ddf 

C. Schoen, “Insurance Design Matters,” Testimony before the United States Senate Committee on Health, 
Education and Pensions, available at: 

http://www.commonwealthfund.org/-~/media/Ftles/Publications/Tcstimony/2009<Teb./T&stLmonv%20Insurance%20 

Design%20Matters%20Undcrinsured%20Trends%20Health%20and%20Financial%2QRisk'S/1240%2()Schoen%20S 

enateHELP%20underinsured%20lestimonv%20Feb%202009.Ddf 

‘ ' C.T. Robertson, R. Egelhof, and M. Hoke, “Get Sick, Get Out: The Medical Causes of Home Foreclosures,” 
Health Matrix, 1 8 (2008): 65-105, available at: http://works.beprcss.com-/christopher robertson/2 
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Growing Old Gracefully, 

An Investigation into the Growing Number of Bankrupt Canadians over age 55 

A research project funded by the Office of the Superintendent of Bankruptcy 
March 31, 2006 


Investigators: 

Angela Redish, Professor and Department Head, UBC Economics Department 
Janis Sarra, Associate Professor and Associate Dean, UBC Faculty of Law 
Margaret Schabas, Professor and Department Head, UBC Department of Philosophy 

I. Introduction 

For the past five years, the number of Canadians over age 55 who have declared bankruptcy has 
grown steadily. This is a troubling phenomenon, since presumably economic certainty and 
freedom would only be more likely in the later stages of life as habits of prudence are inculcated. 
Our inquiry seeks to explain the phenomenon, more specifically, to discern the causes for the rise 
of bankruptcy for the group of Canadians who have filed and are over age 55, both regionally and 
nationally. Our study has made a preliminary analysis of data collected by the Office of the 
Superintendent of Bankruptcy (OSB) for bankrupts filing from 2003-2005, augmented by a 
qualitative survey of consumer bankrupts that declared bankruptcy during this period. This 
project examined the growth in bankruptcies for those over age 55 from a legal, economic, social 
and philosophical perspective, allowing for a multidisciplinary investigation with research 
collaborators from the Faculty of Law, Department of Economics and Department of Philosophy 
at the University of British Columbia to assess the potential and limitations of the fresh start 
paradigm for older consumer debtors. 

If one public policy objective is truly to allow our citizens to "grow old gracefully" by having social 
and economic security, we need to identify the factors that serve as barriers to realization of that 
goal and make policy recommendations that would ensure our social and economic instruments 
are responsive to the underlying causes of consumer bankruptcy. 
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II. Research Objectives 

The principal objective of the study was to explore issues unique to consumer bankrupts over age 
55 and, in particular, to discern the causes of bankruptcy nationally and regionally. It explored 
whether there were any gender issues associated with bankruptcy at an older age. Another 
objective was a qualitative survey of consumer bankrupts over age 55, to ascertain information 
about their experience with the bankruptcy system through in-person or telephone interviews. 

A further objective, which will be the subject of a scholarly paper later this year, was an 
exploration of the adequacy of the current system to address over-indebtedness of aging citizens, 
undertaking a comparative analysis with similar trends in the United States. The goal is to 
provide meaningful analysis for insolvency administrators and legislators, to provide a better 
basis on which to consider revision to consumer bankruptcy legislation in Parliament's anticipated 
reform of the Bankruptcy and Insolvency Act (BIA) in 2006. 

There were a number of research questions at the outset of the study. The data available 
allowed the investigators to answer some of those questions. Others were not possible to 
research given the current state of data collection in Canada and are discussed in our 
recommendations for further research and data collection at the end of this report. This report 
addresses the following research questions: 

1. How is consumer bankruptcy being used as an economic adjustment tool for an 
increasingly aging Canadian population and is it the appropriate mechanism for relief 
of over-indebtedness for those that are approaching the limits of their income earning 
years? 

2. What are the principal causes of bankruptcy for consumer debtors over age 55, 
explored in 5-year cohorts from age 55 to 74 and then for the group over age 75, 

3. A sub-question of this inquiry is whether over-indebtedness is due to inadequate 
pension savings or the lack of social safety nets and, if so, are those no longer active 
in the workforce required to meet their basic needs through overuse of credit 
purchases or other credit facilities? 

4. The OSB reports that there are considerable regional differences in the growth in the 
number of consumer bankruptcies. Are the numbers for those over age 55 increasing 
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at the same rate as the general population? If not, what factors are contributing to a 
higher or lower rate of growth? 


III. Context for the Study 

There has been a large increase in the number of consumer debtors that experience financial 
distress. The number of consumer bankruptcies in Canada has grown in the past 30 years from 
6,271 bankruptcies in 1973 to 84,638 in 2005.’ The total number of insolvencies, including both 
proposals and bankruptcies was 111,807 in 2005.^ The average age of debtors who filed 
bankruptcy proceedings in 2004 was 42.5 years old, higher than the average age of the Canadian 
population, which was 38.3 years in 2004.^ 

In 1980, the insolvency rate was 1.1 per thousand Canadians; by 2004, that rate had quadrupled 
to 4.0 per thousand Canadians.'* Comparing the Canadian rate of bankruptcy to other countries 
in 2004, the United Kingdom rate was 1.1 per thousand population; Australia was 1.8 per 
thousand; and the United States is 7.0 per thousand population.** Hence while Canada fares 
better than its neighbour to the south, its rates are much higher than the UK and Australia. 

Scholars have attributed the rise in consumer indebtedness to the rapid growth in credit card 
availability and the ease of receiving credit facilities from manufacturers of consumer goods.® 
The downsizing of government and the financial failure of numerous large corporations, as well 
as the exportation of jobs to transition nations has also, arguably, had an impact on the financial 
security of Canadians. Many of our citizens that are approaching their retirement years were 
employed in the resource sector or the automotive sector, both of which have experienced 
fluctuations in economic activity and frequentty, the shedding of long-term employment. Unlike 
the United States, in which there is considerable empirical analysis of consumer bankruptcy, in 
Canada, there has not yet been sufficient investigation into the underlying causes of consumer 


' Office of the Superintendent of Bankruptcy, htip:/.rosb-bst. L‘c.c tL accessed March 2006. 

’ ITis was aO.3% increase from 2004 to 2005; the OSB suggests that the slower rate of increase in the past 
year was attributable to low interest rates and better job creation performance; ibid. 

^ Office of the Superintendent of Bankruptcy, An Overview of Canadian insolvency Slaristics, (Ottawa: 
Industry Canada. 2(X)6) at 3, 

* Ibid, at 2 1 . 

’ Ibid. 

^ Karen Gross, Failure and Forgiveness; Rebalancing the Bankruptcy System, (Yale University Press, 
1997); Teresa Sullivan, lOeborah Thome and Rlizabeth Warren, “Young, Old, and In-Bet vveen: Who File,s 
for Bankruptcy?” (2001 ) 9 Norton Bank, l-aw Advisor; TeresaSullivan, Elizabeth Warren and Jay 
Lawrence Westbrook, “The Fragile Middle Class: Americans in Debt” (2000); Daniel Skoier. “The 
Elderly and Bankruptcy Relief: Problems, Protections, and Realities” ( 1989) 6 Bank. Ltev. J. 121. 
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bankruptcy. Analogously, there have been few efforts to reform public policy or information 
gathering that might address this recent trend. 

There has also been a dramatic rise in the number of summary administration bankruptcies, 
where the net value of the estate is below $10,000. In 2002, 96.4% of bankruptcies administered 
by the OSB were summary administration bankruptcies. Roughly 85% of consumer bankrupts do 
not have surplus income over Statistics Canada Low Income Cut-offs that would be available to 
meet payments to creditors over a prescribed period A working hypothesis for this study was 
that this percentage would be considerably higher for those over age 65. There has been a lack 
of empirical data on the causes underlying this level of financial distress. 

Moreover, the exemptions of property in consumer bankruptcy vary considerably across Canada, 
because the provinces currently regulate them Exemptions are designed to meet basic needs 
and to protect a limited number of apparel and furnishings, medical aids, limited equity in vehicles 
and tools of the trade from being brought into the estate and liquidated to satisfy creditors' claims. 
In some provinces, there is no exemption for equity ownership in housing, while in other 
provinces there are limited amounts, with little acknowledgement in the exemptions of the rising 
cost of living. Given that those over age 65 are less likely to require exemptions for tools of the 
trade but may have equity ownership in their homes as economic security, it may be that the 
current exemption scheme is inadequate to deal with the particular needs of aging consumers. 
Moreover, the issues faced by those aged 55-65 likely are quite different than those over age 65 
or 75. Hence the study examined consumer bankrupts in the following age categories: age 55- 
59, 60-64: 65-69; 70-74 and age 75 and older, in order to ascertain a more reliable picture of 
what is occurring within these age groups. 

The Senate Committee observed that the bankruptcy system is increasingly compromised for 
low-asset low-income debtors, but acknowledged that there needs to be more empirical evidence 
as to the precise effects of the system on this class of debtors. This study has commenced this 
investigation in respect of consumer debtors over age 55, but much more work is required in 
order to have a sufficient picture. 

Another research objective was to make policy recommendations to the OSB as to ways in which 
the current data collection could be improved as the OSB moves toward greater electronic filing 
and statistics administration, which we propose throughout this report. 
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IV. Methodological approach 

Given the limited amount of research funds available, the study concentrated on statistics of 
consumer debtors over age 55 for the past two years, with reference back for comparative 
periods where the information is available. The OSS currently has an electronic database of 
roughly 60,000 consumer bankruptcy files, and this project was aimed at retrieving and analysing 
the information related to those over age 55. The OSB has data on 7,997 consumer bankrupts 
over age 55 who filed in 2003-2005. 

Stage 1 : Analysis of 1,000 Representative Files 

The first part of the study involved design of research fields for retrieval of electronic 
records, working with staff and economists at the OSB, The study then analyzed a 
sample of 1,000 cases of bankrupts to determine the causes of bankruptcy. One problem 
that currently exists with the electronic data is that there are not separately captured 
fields for cause of bankruptcy. Hence, the data on causes had to be manually pulled 
from the files, assessed in terms of the primary cause (self-declared) of bankruptcy and 
then entered into an Excel database. This was a very labour intensive task. A 
methodology for analyzing the data was developed, coding variables within cases on a 
consistent basis so that comparisons could be generated across age cohort and region. 

One recommendation is that the OSB seriously consider revising its forms to begin to 
capture cause of bankruptcy data in different fields. The data collection tool should 
provide a way for bankrupts to indicate primary and secondary causes, where there are 
multiple causes. This would allow for empirical research on causes of bankruptcy across 
the entire population, including all bankrupts over age 55. 

One limitation to analyzing this data was that there were instances in which bankrupts 
listed more than one cause of bankruptcy, for example, job loss combined with over- 
extension of credit. For purposes of this study, we took the declared primary cause, but it 
is important to note that there are frequently synergistic contributions to financial distress 
that are not captured when reporting global statistics. 

Stage 2: Full Database 

The project analyzed the full data set of 7,797 bankruptcy files with filing dates from 
2003-2005 by retrieving data and undertaking analysis of the data by age cohort, region, 
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occupation, type and quantum of debt, asset level, income level and gender/ This 
allowed for global analysis of the data for which there are discreet fields, as discussed in 
parts V-VII of this report. While the data set was relatively complete, there were files In 
which fields had not been completed with information. Given that some data collection is 
relatively recent by the OSB, the completeness of the data is likely to be enhanced in the 
future. 

One recommendation would be that the OSB set up its e-filing system so that the trustee 
cannot file the forms if particular fields are not completed, allowing the OSB to collect the 
most critically important data. 

Stage 3: Qualitative Study 

The objective of this part of the study was to design and conduct a qualitative survey by 
interviewing recent consumer bankrupts over age 55, aimed at enhancing the raw data. 
The qualitative study was undertaken in conformity with privacy legislation and university 
ethics approval. Given the age cohort, it was expected that most of the information would 
be gathered in telephone interviews; however an offer was made in the greater 
Vancouver area to conduct the interviews in person if the individual wished. 

There were significant challenges for conducting the qualitative part of the study and the 
study encountered some difficulties in gathering the empirical data. The objective was 
originally 100 participants. The questions were formulated with the assistance of five 
trustees, who discussed their recent experiences with consumer bankrupts over age 55, 
There were 15 questions in the survey, set out below. 

The ethics approval from the University of British Columbia took seven months, requiring 
three amendments to the application because of concern by the Ethics Board about the 
vulnerable nature of the survey group. When approval was granted, the conditions were 
very specific and limited. The research team was prohibited from following up on the 
initial letter and consent form with a telephone call, unless the consent had been mailed 
in. Since there is a much greater likelihood of participation when letters are combined 
with personal contact, this severely limited the number of possible participants in the 
survey. The Ethics Board declined to approve an accompanying letter from the OSB on 
the basis that the bankrupt person may feel pressure to cooperate given the involvement 
of the OSB. Our view, to the contrary, is that such a letter would have assisted in 


The data was generated on February 27, 2006 by the OSB. 


VerDate Nov 24 2008 


14:36 May 25, 2010 Jkt 056473 PO 00000 Frm 00115 Fmt 6633 Sfmt 6633 S:\GPO\HEARINGS\56473.TXT SJUD1 


PsN: CMORC 



110 


7 

reassuring oider bankrupts of the value and legitimacy of the survey. The Ethics Board 
also declined to allow trustees, who work with bankrupts in part to alleviate the financial 
distress, to approach possible participants.® 

The Ethics Board also required that the letter outlining the purpose and goals of the study 
had to specify that the survey would cause the participant stress. We conjecture that this 
may well have been a factor in the number of willing participants. Let us also note here 
that the interviewer (a trained graduate student) was not allowed to deviate from the 15 
approved questions, even where a follow up question might have been warranted. We 
respect the importance of uniformity in the survey, but also believe that the process itself 
might have unearthed additional factors had more questions been admissible. 

The Board also imposed a very high standard of confidentiality and protection of privacy 
requirements, which we deemed appropriate given the vulnerability of this population. 

Once ethics approval was received, 400 letters were mailed to participants based on a 
random list by region generated by the OSB. The letters were accompanied by the 
questions that would be asked; a covering letter setting out the project, including names 
and contact numbers of the person surveying; consent forms; and self-addressed 
stamped envelopes. The study required that the covering letter include ethics 
department contact information for complaints about the survey. 

Of the 400 letters sent. 81 letters returned as moved, a figure very high for an older 
population. This may reflect continuing financial uncertainty, although there is no clear 
evidence of this. Eight letters were returned by a family member, advising that the 
bankrupt had passed away. Ultimately, only 16 bankrupts agreed to be surveyed. As a 
result, the sample size is not significant enough to draw any firm conclusions. The small 
survey did, however, yield observations congruent with the findings of the 1,000 sample 
provided by the OSB, both in terms of the primary causes of bankruptcy and the causes 
of the recent increase in bankruptcies. 

While not statistically significant, the qualitative survey did provide a texture to the 
electronically filed data, and so is included on that basis. Further consideration should be 
given as to whether additional qualitative study should be conducted, seeking 


** Trustees have multiple roles in the Canadian bankruptcy system, including realization of assets for the 
benefit of creditors; assisting the debtor in filing bankruptcy; serving as a proposal trustee; and 
counselling bankrupts. 
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participation of a broader number of people in order to capture a sample that is 
statistically significant. 

Survey questions: 

1 . What was the main reason for your bankruptcy? 

2. Did you use your credit card to pay your utilities bills? 

3. Did you use your credit card to pay for groceries? 

4. Did you use your credit card to help your family? 

5. Did you co-sign a loan for a family member? 

6. If yes, you co-signed a loan fora family member, was it for a business? A car? A 
mortgage? 

7. Were there any family related issues that caused the financial distress? (For 
example, child's loss of income, death of spouse?) 

8. Were there costs for health care that led you to declare bankruptcy? 

9. Did any social activities make your financial situation worse? 

10. Was it difficult to tell family or friends about the bankruptcy? 

1 1 . If you had someone to talk to about your finances before the bankruptcy, would it 
have helped? 

12. Did you have access to your pension savings before declaring bankruptcy? 

13. if the bankruptcy was caused in part by a job loss, were you able to find 
employment again? 

14. How long has it been since your bankruptcy and has your economic situation 
improved? 

15. Is there anything else that you think would help us with our research in 
understanding why more people over age 55 are declaring bankruptcy? 

V. Consumer bankruptcy as an economic adjustment tool 

The study found that 63% of the total bankrupts over age 55 were age 55 to 65, indicating that 
this is a very high risk period for financial distress. While the causes of bankruptcy were not 
available for the entire data set, for the sample of 1,000 files, 16% of bankrupts in this age 
category reported job loss as the primary cause of bankruptcy. In most of these cases, the 
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bankrupt did not report new employment that generated surplus income within the meaning of the 
BIA. 

Out of the 7,797 bankrupts over age 55, 28% of the total bankrupts over age 55 were between 
ages 65 and 74 and 8% were 75 and older. That 8% represents 624 people, a relatively high 
number for that age group. 

Our analysis of the data suggests that consumer bankruptcy is increasingly used as an economic 
adjustment tool for the aging Canadian population. As the figures below will indicate in greater 
detail, credit card debt was very high across all age groups. More than 85% of bankrupts over 
age 55 held credit card debt, with a median credit card debt between $13,338 and $15,610. 
Bankruptcy appears to have been a mechanism to get out from under these large debts and the 
spiraling cycle of high interest rates and the inability to pay off the debt. 

The issue of credit card debt has been studied by bankruptcy scholars in the United States. 
Elizabeth Warren observes that the profit margins of credit card issuers have increased 
substantially since the early 1980s and that during highly profitable periods, credit card 
companies are more likely to give credit cards to marginal borrowers and borrowers already 
loaded with debts because they increase their overall profits from the interest payments from 
these borrowers even though it also increases the default rate.^ She cites economist Lawrence 
Ausubel's work, which found an extremely high rate of correlation between credit card defaults 
and bankruptcies in the United States.'” Another study in the US found that credit card debt 
among indebted seniors (over age 65) increased by 89% between 1992 and 2001, with 73.7% of 
seniors holding credit card debts in 2001.” 

While the figures are not directly comparable to Canadian figures, it does indicate that credit card 
debt is growing among older people and that there is likely a correlation between credit card debt 
and financial distress among those over age 55 Given the high interest rates on credit cards, 
older debtors who do not have an income stream to cover the interest rates are more likely to 
default on the credit card payments. Bankruptcy becomes a means of relieving the financial 
distress and having a "fresh start” in terms of the credit card debt. 

The OSB data indicates that 15.3% of all individual bankrupts in Canada were over age 55 in 
2003. In 1993 this figure was 6.9%; hence it has more than doubled in the past decade. At a 


” Elizabeth Warren, "The Bankruptcy Cri.sls" ( 1998) 73 Ind. Law Journal 1079 at 1083. 

Ihid.. citing Lawrence M. Ausubel, “Credit Card Defaults, Credit Card Profit.s and Bankruptcy" ( 1997) 
71 Am. Bankr, Law Journal 249 at 250, 

" Heather McGhee and Tamara Draut. “Retiring in the Red", Briefing Paper (New York: Demos, 2003). 
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time when it is expected that individuals will have accumulated sufficient assets to carry 
themselves through to their retirement years, this increase in the bankruptcy rate of Canada's 
aging population is of concern. The very nature of bankruptcy suggests that there are few assets 
remaining, those limited assets for basic needs that are exempt from seizure by creditors. Unlike 
younger consumer debtors that can utilize the bankruptcy provisions to shed onerous credit 
obligations and have a “fresh start" in terms of earning capacity, credit history and quality of life, 
older consumers, particularly those over age 65, are less likely to be able to recover economically 
and socially from the bankruptcy. The aging population and shifting social safety nets and familial 
supports are likely contributors to this trend, although we were not able to conclude that 
definitively from the data available. 

A. Regional Rates of Bankruptcy 

There are considerable regional differences in the growth in the number of consumer 
bankruptcies. The study examined whether the numbers for those over age 55 who were 
bankrupt were at the same rate as the general population. 

Chart 1 illustrates the percentage of bankruptcies per province, compared with the percentage of 
general population in each province. Bankruptcy rates vary across provinces, with Newfoundland 
and Saskatchewan having proportionately more bankrupts than the percentage of overall 
population. Newfoundland has 1.7% of Canada's population, 1.6% of those over age 55 in 
Canada and yet has 9.5% of Canada's older bankrupts. Saskatchewan has 3% of Canada's 
population and 6% of the country's older bankrupts. Older Ontarians are less likely to be 
bankrupt, representing 38% of the population over age 55 and 24% of older bankrupts. Similarly, 
while Manitoba has over 4% of the Canadian population, it has only 1% of the bankrupts in this 
age group. 

In contrast, in British Columbia, Alberta, Quebec, Nova Scotia and New Brunswick, the 
percentage of bankruptcies over age 55 was within one percent of the percentage of population 
over age 65. Hence there were no regional discrepancies observed in two Maritime Provinces. 
By contrast, Newfoundland's bankruptcy rate for aging individuals far outstrips the other Maritime 
Provinces and Canada as a whole. The Nova Scotia and New Brunswick figures are particularly 
interesting because it flies in the face of the general perception that the entire Maritimes is 
economically depressed, with lack of jobs being a key feature of the economy. 
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Chart 1 

Percentage of Bankruptcies per Province (share of population) 



Ont(33%) 

24% 


B. Sources of Debt 

The full data set also generated information on the sources of debt, with credit card and mortgage 
debt comprising the largest source of financial pressure. More than 85% of the bankrupts held 
credit card debt, with a median credit card debt between $13,338 for bankrupts aged 55-59 and 
$15,610 age 75 and older. 

Table 1, Sources of Debt, illustrates that the percentage of bankrupts with credit card debt 
increases as individuals get older and the amount of that debt also increases, notwithstanding the 
fact that the oldest individuals are unlikely to have employment income to meet these debts. One 
observation made fay the trustees that assisted in framing the questions for the study is that often 
individuals who have successfully carried and paid off credit card debt during their employment 
years, do not adjust their standard of living or financial practices on retirement, and then find they 
are unable to pay the credit card debt. 


Table 1 also indicates that 17% of bankrupts held mortgages, and the median value of mortgage 
debt lay in the range $48,140 to $66,452. While this figure raised the question of whether 
bankrupts were refinancing their homes as an economic survival strategy, ws were not able to 
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answer this question with the data available. This would be important information to try to gather 
in future empirical study. 

Only 3% of bankrupts owed individuals money and both the percentage of bankrupts and the 
amount owed steadily decreased with age. Only 2% of those over age 75 owed individuals, yet 
90% of this group had credit card debt. 

Overall, 32% of bankrupts over age 55 owed money to finance companies, with a median debt of 
$8,500. The median amount did not vary much across the age groups, except for those over age 
75. 42% owed money to banks, and the median debt declined from $11,627 for the age 55-59 
group to $7,700 for the 70-74 age group. It rose, however, to $9,569 for the over 75 group. 


Table 1 

Sources of Debt 



Credit Cards 

Mortgages 

Bank Loans 

Finance Co. 

Individuals 

55-59 

85% 

13338 

21% 

66452 

47% 

11627 

36% 

9987 

4% 

9500 

60-64 

86% 

14362 

20% 

56000 

43% 

10333 

33% 

8950 

3% 

5000 

56-69 

87% 

13952 

16% 

48140 

41% 

9848 

35% 

8000 

3% 

4250 

70-74 

87% 

13958 

11% 

65441 

35% 

7700 

32% 

8000 

2% 

6950 

75 4- 

90% 

1.5610 

8% 

53000 

30% 

9569 

23% 

5244 

2% 

4465 
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Another indicator that bankruptcy is being utilized as an economic adjustment toot is the ratio of 
assets to liabilities, Chari, 2 indicates that there was a very high liability to asset ratio. The 
median level of liabilities declined monotonicatly from $40,796 for the 55-59 age group, to 
$23,739 for the over 75 age group. Similarly the median level of assets declined monotoriically, 
but from $6,463 to $2,501 . 


Chart 2 

Assets and Uabi'lites 



C. Gender and Marital Status 

55% of all bankrupts over age 55 were male and 45% were female. While one working 
hypothesis had been that an increased number of older women may be filing for bankruptcy 
because of inadequate income support during earlier years, these figures are similar to the 
gender breakdown for bankruptcies in all age groups in 2004 (55.5% male and 44.5% female) 
Moreover, compared with general population figures, proportionately fewer women over age 55 
are bankrupt, as they comprise 50.5% of the Canadian population, but only 45% of those over 
age 55 who file for bankruptcy.’^ 


’“Of lice of the .Syperimendent ot Bankruptcy, An Overview of Canadian insolvencv Statistics, t Ottawa: 
loilustry Canada. 2006} aS 3, 

* ' StaOstics Canada. Force Survev. cited in ibid, at 3. 
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Chart 4 Marital Status- by percentage 
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D. Surplus Income Payments 

As Chart 5 illustrates, almost 80% of those over age 55 did not have the resources to make 
surplus income payments. This reflects figures nationally, but interestingly, was not higher than 
the national figures for alt age groups, as originally anticipated. The rate is interesting because 
the earning potential of a number of these people would be limited, depending on their age or 
health. Those who were or are making surplus income payments at the various dollar amounts, 
vary, but never reach 10% of the group studied. 


Chart 5 Surplus Income Payments 
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VI. Sample of 1,000 Files of Bankrupts over Age 55 

As noted in the introduction, the current electronic database of the OSB does not capture 
separate fields for causes of bankruptcy. As a result, data in this study is drawn from 1,000 files 
of bankrupts over age 55, pulled randomly from across all regions. The reported causes of 
bankruptcy had to be manually extracted from the files, and then a method of standardizing the 
reported causes and inputting the data developed. There was a fair degree of consistency in how 
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causes of bankruptcy were reported by individual bankrupts. However, it is important to note that 
while the individual completes the form declaring cause of bankruptcy, he or she may be 
influenced by the trustee's advice on how to report causes. While this may assist in a degree of 
uniformity, there is also some risk of less than full accuracy of reporting, as there is no 
standardized definition of how causes are to be reported. One recommendation to the OSB is 
that it consider providing a more standardized list of causes of bankruptcy, which could then be 
collected in separate electronic fields at the time of bankruptcy filing. 


A. Sources of Debt 

For comparative purposes, Table 2 provides a comparison of some of the sources of debt for the 
1,000 sample population. It illustrates total liabilities and credit card debt across the entire 
sample of 1,000 bankrupts, analyzing the mean, minimum, maximum, and 25*^ and 75'^ 
percentiles. The median was taken as the most accurate picture of liabilities. Note that there 
was one debt at over $41 million in the age 70 to 74 category, which skews the average debt 
upward in that age group to $333,510. Yet the median debt for that age group was $28,061. By 
using the median, the study was able to draw a clearer picture of how total liabilities are reflected 
by age group. 

Table 2 indicates that the median amount of liabilities steadily declines by age group, but that 
bankrupts age 70-74 and over age 75 continue to have a median debt of $28,061 and $24,942 
respectively. Credit card debt thus figures very prominently in bankruptcy among the aging 
population. Whereas overall debt decreases as individuals are older, the amount of credit card 
debt increases, with a median of $18,713 for the over age 75 group, more than 14 of their debt at 
the time of bankruptcy. In contrast, credit card debt is only about one third of the total liabilities of 
bankrupts aged 55-59. 

This indicates that credit card debt rises when other fixed financing commitments, such as bank 
loans or mortgages are paid down. Since credit card debt does not require the guarantees, 
assets or income assurance that banks and other lenders require for more traditional loans, it is 
easier for debtors to acquire debt on credit cards at this age, possibly creating the wrong 
incentive effects. The credit card debt becomes proportionately higher as an individual ages. 
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Table 2 Comparison of Total Liabilities with Credit Card Debt 


Total liabilities 


age group 

mean 

min 5th 

percent! 

median 

75th %iie 

max 

55-59 

112,128 

3,018 

21,596 

38,191 

88,722 

6,615,700 

60-64 

67,624 

2,506 

18,333 

36,848 

70,143 

1,617,863 

65-69 

51,995 

5,299 

16,751 

31,325 

57,698 

470,977 

70-74 

333,510 

4,881 

15,391 

28,061 

47,972 

41,272,776 

75 + 

35,108 

5,030 

14,796 

24,942 

44,281 

180,023 


Credit Cards 


age group 

mean 

min 

25th %ile 

median 

75th %ile 

max 

55-59 

19,733 

100 

6,492 

12,398 

23,174 

206,221 

60-64 

19,462 

333 

6,681 

13,569 

24,170 

149,851 

65-69 

18,716 

270 

7,336 

13,384 

23,314 

124,835 

70-74 

17,908 

472 

7,391 

13,929 

23,370 

133,938 

75 

22,713 

367 

9,631 

18,713 

27.457 

91,838 


Comparing the same total liabilities with private loans, one sees the same pattern. Whereas 
overall debt decreases as individuals are older, the amount of loans from private individuals 
increases. Both tables 2 and 3 analyze only those who have the credit card debt (85%) and 
those that have private loans (3%). 


Table 3 Comparison of Total Liabilities with Private Loans 


Total liabilities 


age group 

mean 

min 

25th %ile 

median 

75th %ile 

max 

55-59 

112,128 

3,018 

21,596 

38,191 

88,722 

6,615,700 

60-64 

67,624 

2,506 

18,333 

36,848 

70,143 

1,617,863 

65-69 

51,995 

5,299 

16,751 

31.325 

57,698 

470,977 

70-74 

333,510 

4,881 

15.391 

28,061 

47,972 

41,272,776 

75 + 

35,108 

5,030 

14,796 

24,942 

44,281 

180,023 


Loans from Individuals 


age group 

mean 

min 

25th %ile 

median 

75th %ile 

max 

55-59 

19,382 

765 

1,800 

8,300 

24,000 

105,000 

60-64 

8,945 

1 

3,000 

7,500 

10,000 

30,000 

65-69 

13,421 

1,400 

2,000 

2,500 

8,206 

53,000 

70-74 

44.318 

4,500 

4,500 

19,500 

108,953 

108,953 

75 + 

10,490 

6,479 

6,479 

10,490 

14,500 

14,500 
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B. Causes of Bankruptcy 

Chart 6 illustrates the causes of bankruptcy over the entire 1,000 sample. Overall, 29% of 
bankrupts over age 55 reported over-extension of credit as the primary cause of bankruptcy. 

15% declared medical reasons the primary cause, although it was unclear from the data whether 
this was the costs of care over and above the Medicare system or income loss due to medical 
reasons, or some combination of both. 

Elizabeth Warren and Melissa Jacoby, looking at the situation in the United States, have 
suggested that when medical reasons are cited as a cause of consumer bankruptcy, the normal 
case is attributable to some combination of causes, specifically, direct health care costs, loss of 
income due to medical problems or loss of income due to caregiving responsibilities in connection 
with medical problems,'"* In the files studied in this project, a number of those citing medical 
reasons as the principal cause also cited loss of employment income; hence there is likely some 
linkage there, 

12% overall reported insufficient income as the primary cause, while 11% reported loss of 
employment income. 9% reported money mismanagement. 4% attributed the financial distress to 
marriage breakdown. The “other” 13% in Chart 6 represents the following primary reported 
causes of bankruptcy: fraud less than 1%; the cost of moving 0.5%; gambling 2.44%; inadequate 
pension 2%; failure to pay taxes 3.6%, financial support of a child 1.6% and miscellaneous other 
1 %. 


7% reported involvement in a failed business as the primary cause. This number could be low, 
given how the OSB defines consumer and business bankruptcy in its statistics. Consumer 
bankruptcy is defined as individuals with more than 50% of liabilities related to consumer 
spending. Business bankruptcy includes not only corporations, but individuals whose commercial 
debts account for more than 50% of the total value of debts. Hence a sole proprietor or person 
with a business that fails, leading to both personal and commercial financial crisis, is counted as a 
business bankruptcy if the commercial debts are 50% or more of the debts. A number of these 


' * Melissa Jacoby and Elizabeth Warren, “Beyond Hospital Misbehavior; An Expanded Account of the 
Financial Consequences of Illness or Injury” (Working Paper. 2(K)5), which found that over 80% of 
medical filers reported income loss as contributing very much or somewhat to their bankruptcies, 
'^Office of the Superintendent of Bankruptcy, An Overview of Canadian Insolvency Statistics. {Ottawa: 
Industry Canada, 2006) at 1. 
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individuate with failed businesses are therefore likely to be included in those statistics. The OSB 
reports that of 9,856 business insolvencies in 2004, 7,075 were sole proprietorships. 


Chart 6 Causes of Bankruptcy - Reported Primary Cause 


OSier 



Table 4 analyses the causes of bankruptcy by age group for the 1,000 bankruptcy sample. There 
are a number of significant statistics. Overextension of credit is a huge contributirtg factor across 
all age groups, and particularly significant among older bankrupts. The overextension of credit 
rises steadily as the principal reason for bankruptcy, 26.50% of those aged 55-64 report it as the 
primary cause of bankruptcy, compared with almost 36% of those aged 70-74 and almost 40% of 
those over age 75. 

Loss of employment income is very significant for the age 55-59 group, with almost 16% 
declaring loss of employment as the primary reason for their bankruptcy. This rate is better for 
those aged 60-64 and 65-69, with 11.73% and 10.70% declaring loss of employment income as 
the primary cause of bankruptcy, although it is still surprisingly significant given what was 
previously a standard age of retirement at age 65, White the percentage drops at age 70-74 to 

OSB Jnsolvcnci('S In Canada 2004. htln:/ f>trategis.!c.yc,ca/enic/internet/inbsf- 
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8.39%, this is still relatively highly, particularly when there is an expectation at this age that job 
loss is not going to be a factor in one's financial health. 

As noted above, medical reasons are quite significant as a primary cause of bankruptcy. Of note 
is that medical reasons are more significant for the younger age group and decline monotonically 
as one grows older. Medical reasons are the primary cause of bankruptcy for 15.59% of those 
aged 55-59; 15.96% for those aged 60-64, but dropping to only 10.78% for those over age 75. 
One explanation for this may be that senior citizens have greater access to drug coverage, health 
care and home care as they age, whereas some of the economic burden of those costs would fall 
more directly on the shoulders of those aged 55-64 

Another significant statistic in Table 4 is the high percentage of bankrupts aged 55-64 declaring 
involvement in a failed business as the primary cause of bankruptcy. As noted earlier, the OSB 
statistics report that there were 9,856 business insolvencies in Canada in 2004, including 2,781 
corporations and 7,075 sole proprietorships.” There is likely a spillover effect in that a number of 
individuals end up declaring personal bankruptcy after their business or the company that 
employed them failed. Moreover, even if an individual files for business bankruptcy, a spouse or 
common law partner might also file a personal bankruptcy during the same period in light of the 
failed business and resultant financial distress for the family. It would be useful in the future if the 
OSB could cross-reference business failure with consumer bankruptcies by asking the 
consumers that file to indicate the name and date of the failed business, and whether they were 
an employee, principal owner, director or officer of the business. 

Money mismanagement was reported as the primary cause in 6.24% of bankrupts aged 55-59, 
and 9% to 1 1 .5% for all other age groups. It is difficult to draw any conclusions from this statistic, 
although it may be evidence that at least in a number of cases, counselling regarding financial 
management is of some assistance. 

Finally Table 4 illustrates that marriage breakdown is a significant cause for bankruptcy in the 
younger age categories; for those aged 55-59, 5.79% reported marriage breakdown as the 
primary cause and for those aged 60-64, 5.19% reported marriage breakdown as the primary 
reason for their bankruptcy. 


osh.n.^iVen.thrO 1 4 /he.tilin I. 

" OSB, Insolvencies in Canada 2004, lutp. v^lrategis.ic-i'c.ca/enic/iiiiei n e tj'inh' .l 
osh.nsf.4m..’jrt f)147h g.tH[ii i . 
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Table 4 

Primary Causes of Bankruptcy 
Reported - By Age 



55-59 

60-64 

65-69 

70-74 

75+ 

All 

Overextension of Credit 

26.50% 

25.77% 

27.68% 

35.66% 

37.75% 

29.21% 

Money mismanagement 

6.24% 

9.23% 

11.49% 

11.19% 

10.29% 

9.39% 

Loss of employment income 

15.81% 

11.73% 

10.70% 

8.39% 

4.90% 

11.24% 

Medical reasons 

15.59% 

15.96% 

16.45% 

11.19% 

10.78% 

14.66% 

Insufficient Income 

10.24% 

1 1.35% 

13.05% 

11.19% 

15.20% 

11.83% 

Costs of moving 

0.45% 

0.96% 

0.26% 

0.35% 

0.49% 

0.54% 

Involvement in failed 
business 

7.35% 

8.65% 

6.53% 

4.90% 

3.43% 

6.73% 

Gambling 

2.23% 

2.50% 

2.87% 

2.10% 

2.45% 

2.44% 

Pension not sufficient 

1.11% 

1.35% 

1.31% 

3.85% 

1.96% 

1.74% 

Marriage breakdown 

5.79% 

5.19% 

3.39% 

1.75% 

4.41% 

4.34% 

Failure to pay taxes 

3.12% 

3.27% 

3.13% 

5.24% 

3.92% 

3.58% 

Financial support of child 

1.56% 

1.73% 

1.31% 

1.40% 

2.45% 

1.63% 

Fraud 

1.11% 

0.38% 

0.52% 

1.40% 

1.47% 

0.87% 

Other 

2.90% 

1.92% 

1.31% 

1.40% 

0.49% 

1.79% 


C. Causes of Bankruptcy by Gender 

The gender breakdown of the sample of 1,000 was roughly the same as the gender breakdown 
among the entire population of bankruptcy over age 55, with 53% of bankrupts being male, 46% 
female and almost 1% unknown. As noted earlier, the entire universe of data examined. 55% of 
the bankrupts were male. 
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Chart 4 

Breakdown of Bankruptcy by Gender 



Examining the causes by gender, the principal reason for bankruptcy was overextension of credit 
for both women and men. 34% and 31% respectively for the 1.000 cases studied. Insufficient 
income was cited as principal reason for women in 14% of cases, compared with 9% for men. 
Given that women continue on average to earn only 60% of the income of males in the Canadian 
workforce, this statistic is not particularly surprising. 

Loss of employment income was cited as principal reason for women in 9% of cases, compared 
with 13% for men, significant in both cases given the age cohort. Yef while women are less likely 
to cite job loss as the primary cause of bankruptcy, they are considerably more vulnerable to 
bankruptcy even with employment income, since a lower on-average income increases the 
appeal of bankruptcy as a fresh start opportunity. 

Men were far more likely to be involved in a failed business, which then ted to their bankruptcy. 
Involvement in failed business cited as principal reason for women in 5% of cases, compared with 
11% for men, more than double the rate for women. 

There were comparable figures in money mismanagement (8% for both) and medical reasons 
(14%) and 13%). Marriage breakdown was a cause more frequently for women than men. 
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Chart 5 

Causes of Bankruptcy by Gender 
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D. Causes of Bankruptcy by Region 


Table 5 sets out causes of bankruptcy by region, illustrating that there are significant regional 
differences. 


Table 5 

Causes of Bankruptcy 
Provincial and Regional Breakdown 


Overextension of 

Maritime 

Quebec 

Ontario 

Man 

Sask 

Alta 

BC 

All 

Credit 

Money 

47% 

29% 

28% 

40% 

29% 

31% 

27% 

32% 

mismanagement 

Loss of employment 

6% 

9% 

8% 

5% 

14% 

9% 

5% 

8% 

income 

9% 

8% 

13% 

5% 

13% 

12% 

15% 

11% 

Medical reasons 

6% 

15% 

14% 

30% 

7% 

18% 

16% 

13% 

Insufficient Income 

16% 

17% 

11% 

5% 

4% 

7% 

6% 

11% 

Costs of moving 
Involvement in failed 

1% 

0% 

0% 

0% 

2% 

1% 

1% 

1% 

business 

7% 

6% 

10% 

0% 

12% 

7% 

12% 

8% 

Gambling 

1% 

3% 

3% 

0% 

5% 

2% 

1% 

2% 

Pension not sufficient 

1% 

1% 

3% 

0% 

1% 

0% 

2% 

1% 

Marriage breakdown 

3% 

5% 

5% 

5% 

4% 

5% 

7% 

5% 

Failure to pay taxes 
Financial support of 

1% 

3% 

3% 

5% 

4% 

3% 

5% 

3% 

child 

0% 

1% 

1% 

0% 

4% 

3% 

2% 

2% 

Fraud 

1% 

1% 

1% 

0% 

1% 

1% 

0% 

1% 

Other 

1% 

2% 

0% 

5% 

0% 

1% 

1% 

1 % 


Nationally, the top four causes of bankruptcy are; 32% report overextension of credit as the 
principal cause of bankruptcy: 13% report medical reasons; 11% report Insufficient Income as the 
principal reason: 11% report loss in income and 8% report involvement in a failed business. 

The national figures are compared with the lop four causes of bankruptcy by region, set out 
below. While overextension of credit lops the list in ail regions, it is particularly significant in the 
Maritimes, cited as the source in 47% of cases. Medical reasons are the second top cause of 
bankruptcy in all regions except Quebec and the Maritimes. where insufficient income is cited as 
second top cause. 
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Highlights by region of the top four reported causes of bankruptcy: 

British Columbia 

27% over-extension of credit 
16% medical reasons 
15% loss of employment income 
12% involvement in failed business 

Prairies: 

31% over-extension of credit 
15% medical reasons 
12% loss of employment income 
11% money mismanagement 

Ontario 

28% over-extension of credit 
14% medical reasons 
13% loss of employment income 
11% insufficient income 

Quebec 

29% over-extension of credit 
17% insufficient income 
15% medical reasons 
9% money mismanagement 

Maritimes: 

47% over-extension of credit 
16% insufficient income 
9% loss of employment income 
7% involvement in failed business 


Vll. Qualitative Survey 

As noted in the discussion on methodological challenges for surveying a vulnerable population, 
the study was able to interview only 16 people of the 400 contacted, hence the sample does not 
provide any empirically value Information. The 16 people interviewed were from Ontario (4), 
British Columbia (3), Quebec (2), Newfoundland (4). Alberta (1), Manitoba (1), and Saskatchewan 
(1). Both Quebec interviews were conducted in French. 

Notwithstanding the fact that there is no statistically significant information, given the nature of the 
responses, it is helpful to provide the highlights as they provide a texture to the data. In the 
future, it would be helpful to consider whether this data could be collected when individuals are 
still in the bankruptcy process, through trustees or staff of the OSB. 
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Over extension of credit, medicai reasons and insufficient income were principal reasons for the 
bankruptcy, which aligns with the data set of 1,000 bankrupts. More than half of those 
interviewed used their credit card to pay utilities bills on a regular basis. Although not statistically 
significant, this was an important insight that may help to explain why credit card debt is so high 
among older people. Similarly. 37.5% used a credit card to pay for groceries several times per 
month within the preceding year. It would seem that credit card debt, at least in this small 
sampling, plays a number of roles that It traditionally has not in a prior generation, and that 
individuals are paying extraordinarily high interest rates for goods and services that could be 
viewed as necessities. 

31% had used the credit card in the two years prior to bankruptcy to help family members, which 
aligned with information that we had gathered from trustees, but which did not appear in our data 
analysis. 25% had co-signed a loan for a family member in the two years prior to their 
bankruptcy, 50% of those loans were for a mortgage and remainder for business loan for a family 
member. Of those signing for a business loan for a family member, all had signed a loan for a 
child and more than two-thirds reported that the business had failed. 

31% cited family related issues that caused the financial distress. In some cases, individuals 
talked about children losing employment and moving back home {4 cases), while one was not 
specific, 19% reported that health care costs contributed to financial distress, but only 12.5% 
said it was the principal cause of bankruptcy. 

Of the 31% that reported that the bankruptcy was caused in part by a job loss, more than three- 
quarters were not able to find employment again. When asked if any social activities made their 
financial situation worse. 31% reported that home shopping channel, casino visits, lottery tickets 
or on-line poker influenced their financial situation. This information may flag that further study 
needs to be undertaken as to the role of social activities in bankruptcy. While one working 
hypothesis of the study was that gambling was on the increase among older bankrupts, gambling 
as the primary cause of bankruptcy was, in the 1,000 sample, not significant as It was reported as 
the primary cause of bankruptcy in only 2.44% of cases. 

75% reported that the bankruptcy had brought financial relief, although the economic situation 
had not really improved for over 56%. This is of concern in thinking about the fresh start 
philosophy for seniors. 

100% of those surveyed said that It was difficult to tell family or friends about the bankruptcy, 
some discussing at quite length feelings of shame, fear and humiliation, particularly in having to 
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tell their children. 25% responded that if they had someone to talk to about finances before the 
bankruptcy, it would have helped. 


VIII. Conclusion and Further Research 

Presumably habits of spending and money management are inculcated long before the age of 55, 
and that if anything, financial planning at an earlier age helps to reduce the risk of shortfalls in 
retirement or the approach thereof. The rise of bankruptcy thus calls out for explanation. 
Possibly there are new temptations; shopping channels or gambling, or the imprudence of 
children enlisting the financial aid of parents forge two of our working hypotheses. But neither 
was borne out by this preliminary study. Only 2.44% reported gambling as the principal reason 
for bankruptcy, yet trustees had reported that the incidence seems much higher. It may be that 
there is a stigma attached to gambling such that it is not easily declared as the reason. Only 2% 
report children moving back home or financial support of children as the principal reason for 
bankruptcy, although here again, a limited sampling of trustees had indicated that in their 
observation this trend is on the rise. 

One question the study had hoped to explore was the percentage of consumer bankrupts that are 
prejudiced by not having their RRSPs protected from seizure for the benefit of creditors, 
compared with those who have the exemption protection for their registered pension plans. 
Currently under the BIA, benefits from registered pension pians and RRSPs associated with life 
insurance policies are generally exempted from seizure. However, RRSPs held by banks, 
brokerages or self-directed RRSPs are not exempt from seizure. With the move in Canada from 
defined pension plans to defined contribution plans and the practice of encouraging employees to 
invest in self-directed RRSPs, our bankruptcy policy and pension policies may be failing to align 
in terms of protection for aging debtors. 

The Senate Committee recognized this problem and recommended exempting RRSPs from 
seizure, while acknowledging that this would reduce the moneys available for distribution to 
creditors. This has been recognized in part In c. 47, amending the BIA, not yet proclaimed in 
force. Unfortunately, the study did not shed any light on the question of the current mix of 
registered pension and RRSP assets that are treated differently in consumer bankruptcy. In part, 
this was due to the way in which the data is collected. The OSB may wish to consider separating 
out different kinds of pension savings, in order to document this information in the future. 
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It was also unclear from the study as to whether current exemptions of property from seizure for 
all bankrupts appropriately reflect the needs of older debtors; and whether we need to consider 
public policy reforms that assess basic needs differently for older citizens. This information could 
not be analysed using the data available, but should be studied by the OSB in the future. 

Finally, the OSB should consider further qualitative study through interviews. While the 
information is difficult to obtain, it dramatically enhances the quantitative statistics. Design of any 
future such study would, however, have to take account of the issues raised by university ethics 
boards in terms of how to acquire the information from a population that is particularly vulnerable. 

The data in this report only provides a small glimpse into the economic, legal, social and 
philosophical factors that are important to understanding over-indebtedness or bankruptcy of 
older consumers. A better understanding of these dynamics is required before one can assess 
whether there particular policies or strategies that could be deployed to address or prevent 
financial distress in this age cohort. One question that requires further exploration, but which was 
not possible for this report, is whether bankruptcy is the appropriate mechanism for relief of over- 
indebtedness for those that are approaching the limits of their income earning years. 
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Bankruptcy 


Medical Bankruptcy: Myth 
Versus Fact 

This response to a widely cited paper by David Himmelstein and 
colleagues challenges the basis of its conclusions. 

by David Dranove and Michael L. Milienson 

ABSTRACT: David Himmelstein and colleagues recently contended that medical problems 
contribute to 54.5 percent of personal bankruptcies and threaten the solvency of solidly 
middle-class Americans. They propose comprehensive national health insurance as a solu- 
tion. A reexamination of their data suggests that medical bills are a contributing factor in 
just 17 percent of personal bankruptcies and that those affected tend to have incomes 
closer to poverty level than to middle class. Moreover, for national health insurance to have 
an impact, it would have to define "medical" expenses in a much broader way than is now 
typical of either private or government-funded plans. [Health Affairs 25 (2006): w74-w83 
(published online 28 February 2006: 10.1377/hlthaff.25.w74)J 


The ^rcac; enemy of the truth i.'t very often not the lie — tlcliherucc, contrived nnd dishonest — hut the myth: 
pensistent. per.sua.sive and unrealistic, 

— Prc.sidenr John F. Kennedy, Commencement .Atlclrcss .it Y.ile University, II June 1962, 

I T IS NO SECSET THAI I! A D HEALTH AND BAD DEBT oftett Coincide. Unex- 
pectedly large medical bills c.tn imiiosc a sizable burden on those who are al 
ready physically and economically fragile. In some cases, medical debt can con- 
tribute to a collapse of creditworthiness that forces some people to declare 
personal bankruptcy. 

David Himmelstein and colleagues contend that this scenario is pervasive. 
“Medical problems contribute to about half ot all bankruptcies,” they write.' They 
warn that “.solidly middle ela.ss Aniericans...face impoverishment following a scri 
ous illness," and they propose a solution: comprehemsive national health insurance 
such as that offered in Canada and VVe,stern Europe. 

The authors’ research credentials and prestigious affiliations; the genuine hu 
man tragedy of illness and bankruptcy; and the attention given to their findings by 
the news media, policymakers, and re.searchers have helped make their conclu- 


Dciviif Dranove (cl-(lrancn'c(?nonhwcitcrn.edii) isthc Walter MeNcrncy Dhtinguishecl Profasor of Health 
Indmtrv Management and director of the Ccntci for Health Industry Market Economics at Northwcslcni 
University’s Kellogg School of Mattagcmciit in Evanston. Illinois. Michael L. Milienson is the McrvinShalowttg, 
M.D., V'iiirin^Sdiolar mlfie Health Industry Management Program at the KelloggSchool of Management and an 
independent consultant. 
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M Y J H S - F A C T 


sions “persistent and persuasive,” co use former President Kennedy’s formulation. ’ 
Unfortunately, a closer examination of their paper suggests three reasons why 
their conclusions are also unrealistic. 

First, they fail to provide a causal relationship to support the claim that medical 
spending contributes to “half of all bankruptcies” (.54.5 percent). Our analysis of 
their data finds a causal link in only 17 percent of personal bankruptcies. Nor do 
their data support their contention that "solidly middle class Americans” are 
threatened. Four decades of studies that have explicitly addressed the bank- 
ruptcy-medical spending connection lend credibility to our conclusion. These 
studies, which we discuss below, support a much smaller figure than half, as does 
a more recent national consumer .survey sponsored in part by the Harvard School 
of Public Health,^ As for the "solidly middle-class” citizens who face “impoverish- 
ment," Himmelstein and colleagues report an average household income of 
$25,000 for their re.spondents — a level more accurately characterized as “margin- 
ally middle class.” 

Second, the authors’ methodology does not provide a definitive answer to the 
policy question they implicitly po.se: how national health insurance would affect 
the rate of personal bankruptcy. At best, they show that medical bills are a cau.se 
of 17 percent of bankruptcies but arc not necessarily the most important cause. 
They fail to perform the multivariate .statistical analysts necessary to determine 
the magnitude of the causal relationship or to rule out other factors such as loss of 
job, education expenses, or housing costs. Indeed, an economic study cited by 
Himmelstein and colleagues concludes (in a portion they did not mention) that 
there is little support for the theory that hoaseholds file for bankruptcy when “ad- 
ver.se events" — including health problems — reduce their ability to repay debts.’' 

Lastly, their sugge,st.ion that national health insurance would greatly reduce the 
number of bankruptcies linked to medical spending is mi,sleading. They acknowl- 
edge that the impact would depend on the "comprehensiveness” of the plan. Our 
analysis shows that “comprehensiveness" in thi.s context would require defining 
“medical" expenses in a way that is much broader chan is now typical of either 
private or government-funded plans. 

Background 

Traditionally, many physicians charged little or nothing co treat chose who pos- 
sessed little or nothing. Hospitals continued the charitable tradition, albeit some- 
times with a twist. In early-nineceenlh-century America, poor patients were ex- 
pected CO begin working off their debt as soon as they were ambulatory, Ac New 
York’s Bellevue Hospital, for e.xample, “expectant mothers, ..scrubbed floors 
within hours of delivery.”’ 

Modern health in.surance originated during the Great Depression. As hospitals 
and physicians savv their income plummet, they began co accept the idea of reliable 
third-party payment through health insurance. Post-World War II advances in 
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medical technology and the expense of those advances prompted the public to 
clamor for reliable coverage. The result was widespread diffusion of health insur- 
ance as an employee benefit and the pas.sage of Medicare for the elderly and 
Medicaid for the indigent. 

Health insurance initially focused on catastrophic expenses. Over time, bene- 
fits increased, and consumer cost sharing shrank. Rising medical costs, coupled 
with recent increases in consumer cost sharing, arc raising the anxiety level of the 
middle class. For example, for married-couple families with children, health 
spending rose three times faster than income between 2000 and 2003, absorbing 
half the growth of their income.* The addition of a Medicare outpatient drug bene- 
fit on 1 January 2006 will lower out-of-pocket spending for the average senior; 
however, some elderly people, including some who are chronically ill, may find 
chat sizable medication expenses continue to accumulate.' Medicaid’s budget 
woes are even more pronounced, as states restrict benefits or tighten eligibility 
requirements. 

Private employers’ spending on employee health benefits, meanwhile, jumped 
51.4 percent from 1998 to 2003, to $330.9 billion.'' As economic theory would pre- 
dict, employers are responding by holding the line on salaries; real w'ages and sala- 
ries declined in 2004 by about 1 percent, w'hile overall benefit expenses increased 
3.5 percent.^ Employers are also requiring employees to make larger contributions 
to premiums and cutting back on the retiree medical coverage chat has been a 
critical supplement to Medicare. As benefits costs have ri,scn, the percentage of 
full- and part-time employees covered by and participating in employcr-spon- 
, sored health insurance has declined, from 53 percent in 1999 to just 45 percent in 
2003.'^’ Simultaneously, the hiring of new permanent employees appears to have 
slowed." 

As a re.sult of these trends, the potentially dire consequences of large medical 
bills is a topic of acute interest to millions of Americans. The two broad policy 
questions underlying Himmelstein and colleagues’ paper are important; What is 
the impact of the rising consumer share of medical costs, and what changes to our 
health insurance system could alleviate the financial burden of medical care? 
How'ever, the specific questions they addressed are narrower: To what extent do 
high medical bills precipitate personal bankruptcy, and to w'hat extent is a Cana- 
dian -style health care system a likely solution to .such a problem? 

What Himmelstein And Colleagues Found 

Himmelstein and colleagues surveyed 1,771 people who filed for personal bank- 
ruptcy in 2001. They also interview'ed 332 debtor hou,seholds (in part to put a hu- 
man face on the problem), but these interviews did not contribute to the computa- 
tion of the number of medical bankruptcies. Thus, we focus on the survey. 

They summarized the respon.ses in Exhibit 2 of their paper, which is organized 
in three sectioms. The first section reports the percentage of households who cited 
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one of the following as a specific reason for their personal bankruptcy: illness or 
injury; a birth or death in the family; and problems with alcohol, drugs, or gam 
bling. This is the only part of their survey where one might infer a causal relation 
ship between medical problems and bankruptcy. The most frequently cited rea 
son for bankruptcy is illness or injury, cited by 28,3 percent of respondents. 

The second .section of Exhibit 2 reports the number of respondents who had a 
variety of medical related problems, such as illness causing a loss of at least two 
weeks of income, and medical bills in excess of $1,000 in the previous two years. 
The authors counted these as medical related reasons for bankruptcy even if the 
respondents did not state that illness or injury was a reason for bankruptcy. They 
thus concluded that 54.5 percent of respondents had medical bankruptcies. 

Criticisms Of Himmelstein And Colleagues’ Analysis 

Not long after the online publication of Himmelstein and colleagues’ paper in 
February 2005, a conservative critique of it quickly appeared in I'Jational Review On 
line, while additional criticism and prai.se appeared in the cLetters .section of Health 
Affairs.’- Most of the criticism centered on the definition of medical bankruptcy, par 
ticularly the inclusion of people repotting medical bills exceeding $1,000 over a 
two year period. Critics say that many of these people might have paid their ntedi- 
cal bills well before another event (such as the loss of a job) precipitated bank- 
ruptcy. Himmelstein and colleagues offered two responses. First, they noted that 
average medical bills for this group exceeded $11,000, a figure that seems to show 
that outstanding medical bills were burdensome. However, the average of $11,000 
might have been influenced by a few outliers. For example, Leslie Conwell and 
Joel Cohen report that 20 percent of Americans .spent more than $3,200 on health 
care in 2002 but that just 5 percent spent more than $11,500.'’ Even so, the latter 
small group accounted for half of all U.S, expenditures. It would be more informa- 
tive to know the median and other percentiles of the distribution of spending by 
the respondents to Himmelstein and colleague.s' survey. 

Second, Himmelstein and colleagues agree that some respondents might have 
paid off their medical debts, but they argue that without medical debts, respon- 
dents would have had more money available to pay other expenses. They also ar- 
gue that the level of medical debt might have been understated, because some 
medical expen.ses might have been paid by credit card. The first argument could 
be made for all expenditures prior to bankruptcy, leading to the meaningless con 
elusion that all expenditures are responsible for all bankruptcies. The second ar 
gument merely reinforces the fact that since all debts are fungible, it is inappropri 
ate to single out any one form of debt as the proximate cause of bankruptcy. 

Data Irom the U.S. Census Bureau demonstrate the broader financial problems 
facing many lower-income Americans. In two years, a U.S. household with annual 
income of ,$22,000--$40,000 will spend an average of $20,000 on housing, $9,000 
on food, $8,000 on transportation, $2,500 on clothing, and $4,500 on health care. 
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This income level is comparable to the average income in Himmelstein and col 
leagues’ sample and is most aceurately eharaeterized as “marginally middle class," 
rather than the authors’ “solidly middle class" characterization. Census Bureau 
data show that a household annual income of $25,000 is closer to the poverty level 
for a family of four (a little above $18,000 in 2002) than to the median U.S. 
household income (about $44,000 that year). 

For most households in the $22,000-$40,000 income range, health care spend- 
ing amounting to a few thousand dollars in the two years prior to bankruptcy 
would represent just the tip of the iceberg threatening to sink their creditworthi- 
ness. They have many other bills to pay. Moreover, it would be reasonable to bud- 
get for at least .some health care expenses. Health care spending of a few thousand 
dollars might be unpredictable in its timing but not in its likelihood of occurring. 

Moreover, although historical comparisons should be used cautiously, studies 
since the mid-1960s have consistently concluded that medical bills are a relatively 
minor part of the debt problem.'"' More recently, a study in Cincinnati of bank- 
ruptcy filers seeking Legal Aid Society assistance in 2000-2001 found that 47 per 
cent had "substantial" medical debt but that medical debt accounted for just 12 
percent of their debt total.'’ 

This past year, the U.S. Department of Justice (DOJ) responded to a request by 
Sen. Charles Gra.ssley (R-IA) by examining 5,203 bankruptcy cases from the files 
of the U.S. Trustee Program. The filings occurred between 2000 and 2002, the 
same time frame as the (ilings studied by Himmelstein and colleagues. The DOJ re- 
ported that 90 percent of filers had medical debt of less than $5,000. Of those re- 
porting medical debts, tho.se debts accounted for only 13 percent of total unse- 
cured debt. The DOJ summarizes the evidence against Himmelstein and 
colleagues’ thesis as follows; “The conclusion that almost 50 percent of consumer 
bankruptcies are ‘medical related’ tequites a broad definition and generally is not 
subscantiatcd by the official documents filed by debtors.” 

Taking these surveys under consideration, we observe that although medical 
costs have risen sharply over four decades, medical debt remains a small part of 
the overall burden of chose filing for bankruptcy. 

Refining The Research Methods 

The debate over Himmelstein and colleague.s' numbers should not obscure a 
deeper methodological issue. It is iasufficient to show that medical problems are 
associated with bankruptcy; one must also determine whether, and to what ex- 
tent, medieal spending causes bankruptcies. That is, one must move beyond corre- 
lation to causation and magnitude. In an attempt to do so, we have reanalyzed the 
data used by Himmelstein and colleagues. 

The only portion of their paper that addres.ses causality is the first part of Ex 
hibit 2, which identifies people who stated that illne.ss or injury was a cause of 
bankruptcy (although not necessarily the most important cause). If we seek to 
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learn the role of insurance in bankruptcies, we must identify those people who 
stated that illness or injury was a cause of bankruptcy and that medical bills con 
tributed to bankruptcy. We call the.se “medical expenditure bankruptcies.” 

According to Himmelstein and colleagues, 28.3 percent of respondents stated 
that illness or injury was a cause of bankruptcy. They also reported that medical 
bills contributed to the bankruptcy of 60 percent of this group. Multiplying the 
two figures together, we conclude that 17 percent of their sample had medical ex- 
penditure bankruptcies. Even for that 17 percent, we cannot state with any degree 
of certainty whether medical spending was the most important cau,se of bank- 
ruptcy. To move from causation to magnitude, one must perform multivariate sta 
tistical analysis on a sample of bankrupt and solvent individuals. The dependent 
variable would be a bankruptcy indicator. Predictors, in addition to those mea- 
sured by Himmelstein and colleagues, would include economic and demographic 
variables such as employmenr and marital status. Only in this way could we make 
the kind of “all else equal” statements required to assess how medical debt affects 
bankruptcy rates. The authors fell well short of the mark. They neither inter 
viewed a control population of solvent hou.seholds nor collected economic control 
variables. 

Several published studies of bankruptcy that did u,se multivariate analysis 
studies painted a diflcrcnt picture than the one depicted by Himmelstein and col 
leagues. We summarize key research below. 

■ Congressional Budget Office. The Congressional Budget Office (CBO) ana 
lyzed the 75 percent increase in personal bankruptcy filings between 1994 and 1998 
by reviewing the "voluminous” literature on personal bankruptcy in a 2000 report.'^ 
By all accounts, the period under review vv as one of flat to expanding health insur 
ance coverage. The total health benefit cost per active employee rose less than 5 per 
cent, and the co.st of health benefits for active and retired workers actually declined 
in 1994 for the first time in memory.''' The fact that bankruptcy rates nonetheless 
rose .sharply suggests that something besides medical factors was to blame. 

The CBO review cites many factors that contribute to bankruptcy including 
large medical bills, divorce, loss of income as a result of unemployment, and poor 
debt management. LegLslative changes making it easier for people to recover from 
bankruptcy may also have been a factor. Even so, the CBO reports that “research 
ers have made little progre,ss in Judging the relative importance of the factors that 
lead people to file” (emphasis added). 

■ Fay, Hurst, and White. A 2002 study by Scott Fay, Erik Hurst, and Michelle 
White in American Economic Review is the only paper in an economics or finance jour 
nal to be cited by Himmelstein and colleagues, who refer only to an observation by 
Fay and colleagues about survey data."* A more thorough reading of the Fay paper, 
however, reveals several findings that arc at odds with Himmelstein and colleagues' 
conclusions. Using data from a 1996 panel survey chat included information about 
household bankruptcy filings. Fay and colleagues employed multivariate probit re 
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gression to determine the contributing factors. Among those factors were whether 
the household head or spouse experienced health problems in the previous year. 
Controlling for debt fevels. Fay and colleagues found no statistical link between 
bankruptcies and health problems. This finding is consistent with the idea that 
medical debt is like any other debt — a cause but not the most important cause of 
bankruptcy. They conclude that bankruptcy is the response to an accumulation of 
debt, not to one particular factor such as a health problem. 

Data from the 2005 Commonwealth Fund biennial health survey support this 
conclusion. The survey found that 4] percent of adults ages 19-64 had a high rate 
of medical bill problems or incurred medical debt. Sixty-two percent of these 
nonclderly adults had insurance when the problem occurred. Yet although a siz- 
able minority of these adults put off filling a prescription or going to the doctor, 
only one in ten of those who were insured all year said they had to “change [their] 
way of life to pay medical bills.’’ Even tor those who were uninsured for some pe- 
riod during the year, only 28 percent reported a lifestyle change.'^ 

These two studies confirm the basic economic concept that all liabilities are 
fungible. No one category of liability is more likely than others to dictate a lifestyle 
change or even crossing over the brink into bankruptcy, 

■ Domowitz and Sartain. A 1999 .study by Ian Domowitz and Robert Sartain in 
the Journal of Finance examined 827 households who filed for bankruptcy in 1980 
matched against 1,862 households not in bankruptcy.-'-’ Domowitz and Sartain per- 
formed multivariate nested logit regression to i.solate the specific causes of bank- 
ruptcy They first repotted that “high medical debt (in excess of two percent of in- 
come) has the greatest single impact of any household condition variables in raising 
the conditional probability of bankruptcy" They tempered this finding with two 
further observations: First, only a tiny percentage of the population had high medi- 
cal debt. Second, medical problems might be correlated with employment disrup- 
tions; if the latter contribute to bankruptcy, the coefficient on medical debt is biased 
upward. Accounting for prevalence of various sources of debt, Domowitz and 
Sartain found that "the large.st single contribution to bankruptcy at the margin is 
credit card debt." 

Other data on credit card payments support our previous contention that those 
with trouble paying all of their bills, not just medical expenses, arc most vulnera- 
ble to bankruptcy. A recent Federal Reserve Board survey found an overall 1.1 per- 
centage point decline from 1998 to 2001 in the proportion of debtors who were 
sixty or more days late w'ith theit payments on any of their loans in the preceding 
year, but an inctease of 1.6 percentage points in lace payment for families whose 
net worth was in the lowest 25 percent of the distribution.’' 

■ Gross and Souleles. A 2002 .study by David Gross and Nicholas Souleles in 
the Review of Financial Srudies is the first, to our knowfedge, that u,ses a methodology 
that could directly detetmine the effect of imsutance status on personal bank- 
ruptcy” Gross and Souleles used multivariate regression to predict petsonal bank- 
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ruptcies, with one of their predictors being health insurance coverage. Although the 
study used individual-level bankruptcy data, its measure of insurance was at the 
state level. This leads to two potential biase,s. First, state-level insurance coverage is 
a "noisy" measure of each person’s insurance status. This might reduce the measured 
impact of insurance. Second, interstate variation in insurance coverage might be cor- 
related with unmeasured variation in the social safety net. This would increase the 
measured impact of insurance. Overall, it is difficult to draw firm conclusions from 
Gross and Souleles’ analysis. 

There is one methodological problem that occurs in all the papers cited above, 
including that of Flimmelstein and colleagues. They all fail to address the problem 
of reverse causality — that is, whether medical spending causes bankruptcy or 
whether financial turmoil causes medical problems (for example, because of 
stress). The resulting endogeneity bias will therefore overstate the extent to 
which medical bills cause bankruptcy. 

Policy Implications 

The paper by Himmelstein and colleagues was intended to go beyond the gen- 
eralization chat personal bankruptcy represents a human tragedy and address 
specific questions: To what extent do high medical bills precipitate bankruptcy 
filings in the middle class, and to what extent is a Canadian-style health care sys- 
tem a likely solution? It is precisely in regard to these policy Lssues chat the paper 
coo often leaves fact behind and creates unrealistic myth. 

The authors suggest the "low rate of medical bankruptcy in Canada” is to the 
credit of its health care system. The only source given for the race is a Texas Law Re- 
view article attributing 7.1-14.3 percent of Canadian bankruptcies to "healch/mis- 
fortune.”-’ More broadly, their support for a Canadian model assumes a robust 
link between medical costs and bankruptcy chat numerous econometric studies 
show is unjustified. Indeed, research specifically analyzing soaring bankruptcy 
rates in both countries attributed the incteased filings primarily to easier access to 
credit through "financial liberalization.’’-'' 

The role of easy credit was explicitly acknowledged by one of Hiinmeistein’s co- 
authors (Elizabeth Warren) in a 2000 interview: “Today families arc carrying ,so 
much more consumer debt chat even a modest medical bill can put them over the 
edge financially.”-’ Given that reality, the press-release prescription from Physi- 
cians for a National Health Plan, a group cofounded by Himmelstein and his coau 
chor Sceffie Woolhandler, is difficult to justify. It says the Himmelstein and col- 
leagues paper shows chat "only national health insurance can solve the problem.” 

In char Health Affairs paper, Himmelstein and colleagues acknowledged that the 
impact of national health insurance would hinge on its being "much more compre- 
hensive chan many current policies.” They do not delve into detail, but a 2004 
study of women’s expenses after being diagnosed with breast cancer illustrates 
just how comprehensive this national coverage would have to be. The study found 
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that mean monthly direct medical costs of insured women undergoing cancer 
therapy were $597, or 41 percent of the $1,455 monthly total costs of the disease 
This includes $134 for miscellaneous expenses (such as speech therapy) and "sup- 
plies" (such as lotions and laxacive,s). Direct nonmedical costs were $131 (for child 
care and the like), while indirect costs were $727, including time lost from work 
by the patient and family members. In other words, miscellaneous medical and 
nonmedical costs accounted for two-thirds of the monthly financial burden of this 
one cancer. To limit chat economic impact, national health insurance would have 
to be far more comprehensive chan any current single-payer system is. 

Himmelscein and colleagues omit any reference to personal choices, such as 
caking on debt, even in their household interviews. In this they act more like good 
doctors chan good economists or policymakers. For although it is good medical 
practice to work as hard to save the life of a carele.ss drunk driver as a sober careful 
one, it is equally good economics and public policy to penalize the careless driver 
with higher insurance rates and pos.sible criminal prosecution. 

Finally, any form of national health insurance must be paid for. As economist 
Victor Fuchs points out, that process creates winners and losers whose identity 
might not be obvious. He writes: 

The ukimatc tost fiitls on families and individuals, even when rhe payment mechanism makes it appear the 
hiii is being sent eisewhere,.,. No magic wand of finance can divert labor, capital and other resources to medi- 
cal tare without resulting in a reduction in resources available lor food, housing, education, recreation, or 
ocher goods and serviecs.,.. The average family veil I have to pay the same share under any system ."' 


Put differently, weaving a medical-cost safety net that could protect virtually 
every person from bad behavior or bad luck might actually poke holes in the .safety 
net for other vulnerable citizens- Good intentions are not enough. The Book of Job, 
far older than the Roman laws cited by Himmclstein and colleagues, teaches the 
hard lesson that no amount of good fortune is irreversible. Some combination of 
illness, job loss, and personal problems can assuredly di,slodge even the most 
[irmly rooted member of the middle cla.ss. 

Unfortunately, expansive propo.sals to protect all of us distract from the press- 
ing need to protect some of us, such as the forty- five milfion Americans with no 
health insurance and millions of others vvho are underinsured and vulnerable. 
“First, do no harm” is not just good advice for physicians; it should apply to those 
who would make health policy as well. 

The authors arc grateful to America’s Health Insurance Plans for supporting this research. 

NOTES 

1, DU Himmdsceinet al., “Uincss and Injury as Contributors [o Bankruptcy," hcalih Affairs 24 (2005): \v63- 
\v7i (published online 2 Fcbruiiry 2t)05; I0.1377/Kithaff.\v5.63). 

2 See the Calilornia Healthline summary of ncu-s coverage and the Commonwealth Fund Issue Brief of Au- 
gust 2005 summary of research, http;//wvv-w-,californiahcakhlinc.org.5ndcx.cfm?Aecion-dspftcm&r 
itcm!Dd08808 (accessed 26 Augu-st 2005). Reacting to rhe work of Flimmelstcm .md colleague.s. Sen. 


Fcbr 


VerDate Nov 24 2008 14:36 May 25, 2010 Jkt 056473 PO 00000 Frm 00146 Fmt 6633 Sfmt 6633 S:\GPO\HEARINGS\56473.TXT SJUD1 PsN: CMORC 


2 



141 


M Y 7 H S . h A C 7 


Charles Grassky (R IA) requested an iinalysis of the relationship Ixrvseen medical debt and b<mkrupccy 
Irom the Justice Departments Executive Office for United States 1 riistees. 

^ LfS/4 TcxkyKiiiscr Family Foundation/Harvard School of Public Health. Hcalf/iCVifcCiistsSirvcy. I Septembt^r 
2005, htcp;//\v'vv\v,kff.org/ncwsmcdia/757t.cfm (accessed 22 Februar\' 2006). 

4. S Fay. E Hurst, and M. White, ‘The Household Bankruptcy Decision.” Amakan Economic Rc\'icw 92, no, ? 
{2002):706TiS. 

5. C E. Rosenberg, The Care of Strun^rs. The R.ix of America's Hasptcal System (New York Basic Bcxiks, 1987), >5. 

6. L. Mishel. M Etrlinger, and E Gould, “Lc.ss Cash in Their Ptxrkets; Trends in Incomes, Wages, Taxes, .md 
Health Spending ol Middle- Income Families, 2000-OV 21 October 2004, hrtp:/Vv\A\'\vcpiner.orgkontcnc 
.cfm/'bpl54 (accessed 14 Ecbru.iry 2006). 

7. R Stuart etal., “Riding the Rollercoaster The Ups and Downs in C>ut of- Pocket Spending under the Srm 
dard Medicare Drug Benefit.” Heafr/i 24, no. 4 (2005): 1022*1051. 

8. Employment Policy Foundation, “Employer Hc'alth Insurance Costs Continue to Rise.” Fact Sheet (Wash- 
ington: EPF. 3 Augiist 2004). 

9. EPF, “Rising Benefit Costs Cmwd ('hit Wage Growth,” Fact Sheet (Washington: EPF. 31 M.irch 2005). 

10 FPF, “Employer Flealth Insurance Costs.” 

11. PriccvvatcrhouseCoopers Health Care RcsciU-ch Institute, “Rising HeHthcare Costs Cut into Profits for 
H<ilf of Liirge LkS Rusinesvses." 18 July 2005. http//v\Av\\^baromctersur\'eys,com/pr{')ductlon/barsurv.nsf7 
v\vallneu'sbyd(X'id/AB28E56lFl28EE9l85257042004A29C4 (accessed 26 August 2005). 

12. G. Heriot,''Mi.sdiagnosed: A Medical-Bankruprcy Study Doesn’t l.ivc Up to Its Billing.” N’afinnaIRcvicH'Oj 
lifie, II February 2005, hrtp://vvvc'\vnationalreview.com/script/printpage.p?rel -/commcnt/hcriot2005021l 
0735,a.sp (acces.sed 26 August 2005), The Health Affairs el.ccters arc available iinlinc at http //content, health 
affairs org/cgi/elctters/hlthaff.vv5.63vl (acccs.sed 26 August 2005). 

1 3. l... Conwell iinci f. Cohen. “Characteristics of Persons with High Medical Expenditures, 2002.” Statistical 
Brief no. 73 (Rixk\ illc, Md,: Agency for Hcalthcarc Research and Quality. March 2(,K)5). 

14. L. Sittner ct al. “MedicH Expen.se as a Factor in Bankruptcy,” NebrasEi .Swfe Medical foiirnal 52. no. 9 (1967): 
412-417. 

15. Fl.F. Daly 111 et id,, “Into the Red to Stay in the Pink: The Hidden Cost of Iking L'ninsurecl.” Health Matrix 12, 
no I (2002): 39-61, 

!6. Congressional Budget Office. Personal BanFruprey; A LircrarurcRo'Icvv (Washington: U.S. Congres.s, 2000) 

17. iVkrccr HumLin Re.source Consulting, “U.S. Health Benefit Cost Rises 7.5 Peteent in 2005, Lowc.sr Incrciuse 
in Five Yciirs.” Press Relea.se. 22 November 2004, http://\\'vv'\v.mercerhr.Ciim.‘pressrciease/details,jhtrTd/ 
dynamic/idContcnt/1162645 (accc.s.scd 26 August 2005). 

18. Fay et al, “The Household Bankruptcy Dedsioa” 

19. M.M. Doty, J.N. Edwards, and A.f., Holmgren. “Seeing Red; Americans Driven mto Debr by MediCid Bills,” 
Issue Brief (New York: Commonwealth Fund, August 2005). 

20. i. Domowirz and R. Siirtiun, “Deterininants of Coasumcr Bankruptcy Decision.” loiimal of Finance 54, no. 1 
(1999)- 403-420. 

2! A M. -Aizeorbe. A.R Kennickell. and K B. Moore, “Recent Changes in U S Famdy Fin.uiecs: Evidence from 
the 1998 and 2001 Survey of Consumer Finances.” Federal Reserve BiiKctin. kmuary 200.3, http://wvvw' 
iedtTaIresen'e.gov/'pubs/oss./ass2/2001/bull0l03.pdf (acces.sed 26 August 2005). 

22 D. Grass and N Souieks,”An Empincal Analy.sis of Personal Bankruptcy and Delinquency,” Review of Finan- 
ciulSrucks 15. no. !(2002)' 319-347 

23. J.S. Zicgel, “A Canadian Perspective.” Teva.s Law Ra'iav 79. no. 5 (2001): 241- 256. 

24 1 Livshits. MacGee, and M. Tertilt. “Accounting for the Rise in Con.sumer Riuikruptcies in Canada imd 
the Uiittecl States,” 9 March 2005, http./7dept.ctx>n.yorku.ca/scminars/2004 2{X)5/RankruptcyRise.pdf 
(accessed 14 February 2006). 

25 A R. Crenshaw, “Study Cites .Medical Rills for Many Bankruptcies.” Post, 25 April 2000 

26. A M. Aroziiliah et al,, “The Financial Burden of Cancer; Estimates frc>m a Study of Insured Women uarh 
Rrcast Cancer,” Joiirnci/o/SupporfiveGnco/ogy 2, no, 3 (2004): 271-278. 

27. V’. Fuchs, iV'Fo Shall Live: Health, Fconomirs cindSoaa! Choke (New York; Ra-sic Rixks. 1993), 127 -128, 


HE.ALTi! AFT, Mils . iVcb Exclusive 


W F J 


S 


VerDate Nov 24 2008 


14:36 May 25, 2010 Jkt 056473 PO 00000 Frm 00147 Fmt 6633 Sfmt 6633 S:\GPO\HEARINGS\56473.TXT SJUD1 PsN: CMORC 


2 



142 


^COMMENTARY 


Who Really Pays for Health Care? 

The Myth of "Shared Responsibility" 


Ezekiel J. Etnanue!, MD, PhD 
Victor R. Fuchs, PhD 


W HEN ASKED WHO PAYS FOR HEALTH CARE IN THE 
United States, the usual answer is "employ- 
ers, government, and individuals." Most 
Americans believe that employers pay the 
bulk of workers' premiums and that governments pay for 
Medicare, Medicaid, the State Children’s Health Insurance 
Program (SCHIP), and other programs. 

However, this is incorrect. Employers do not bear the cost 
of employment-based insurance; workers and households 
pay for health insurance through lower wages and higher 
prices. Moreover, government has no source of funds other 
than taxes or borrowing to pay for health care. 

Failure to understand that individuals and households ac- 
tually fool the entire health care bill perpetuates the idea 
that people can get great health benefits paid for by some- 
one else. It leads to perverse and counterproductive ideas 
regarding health care reform. 

The Myth of Shared Responsibility 

Many sources contribute to the misperception that employ- 
ers and government bear signiOcant shares of health care 
costs. For example, a report of the Centers for Medicare & 
Medicaid Services states that "the Bnancial burden of health 
care costs resides with businesses, households, and govern- 
ments that pay insurance premiums, out-of-pocket costs, 
or finance health care through dedicated taxes or general 
revenues."’ A New America Foundation report claims, 'There 
is growing bipartisan support for a health system based on 
shared responsibility — with the individual, employers, and 
government all doing their fair share. 

The notion of shared responsibility serves many inter- 
ests. "Responsibility" is a popular catchword for those who 
believe everyone should pull their own weight, while “shar- 
ing" appeals to those who believe everyone should contrib- 
ute to meeting common social goals. Politicians welcome 
the opportunity to boast that they are “giving" the people 
health benefits. Employers and union leaders alike want 
workers to believe that the employer is "giving” them health 
insurance. For example. Steve Burd, president and chief ex- 
ecutive officer of Safeway, argued that decreasing health care 
costs is critical to his company’s bottom line — as if costs come 


out of profits.’ A highly touted alliance between Wal-Mart 
and the Service Employees Internationa! Union for univer- 
sal coverage pledged that “businesses, governments, and in- 
dividuals all [must] contribute to managing and financing 
a new American health care system."* 

The Massachusetts health care reform plan is con- 
structed around "shared responsibility." The rhetoric of 
health reform proposals offered by several presidential can- 
didates helps propagate this idea. Hillary Clinton, for in- 
stance, claims that her American Health Choices plan “is 
based on the principle of shared responsibility. This plan 
ensures that all who benefit from the system contribute to 
its financing and management.” U then lists how insur- 
ance and drug companies, individuals, clinicians, employ- 
ers. and government must each contribute to the provision 
of improved health care. 

With prominent politicians, business leaders, and ex- 
perts supporting shared responsibility, it is hardly surpris- 
ing that most Americans believe that employers really bear 
most of the cost of health insurance. 

The Health Care Cost-Wage Trada-off 
Shared responsibility is a myth. While employers do pro- 
vide health insurance for the majority of Americans, that 
does not mean that they are paying the cost. Wages, health 
insurance, and other fringe benefits are simply compo- 
nents of overall worker compensation. When employers pro- 
vide health insurance lo their workers, they may define the 
benefits, select the health plan to manage the benefits, and 
collect the funds to pay the health plan, but they do not bear 
the ultimate cost. Employers’ contribution to the health in- 
surance premium is really workers’ compensation in an- 
other form. 

This is not a point merely of economic iheor>' but of his- 
torical fact. Consider changes in health insurance premi- 
ums. wages, and corporate profits over the last 30 years. Pre- 
miums have increased by about 300% after adjustment for 
infiaiion. Corporate profits per employee have flourished, with 
inflation-adjusted increases of 1 50% before taxes and 200% 
after taxes. By contrast, average hourly earnings of workers 
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Hgure. Changes in Per Capita Health Expenditures and Average 
Hourly Earnings (Adjusted for inflation}, 1982-2005 


• Net per capna roBsM A nwocd wvanVUjK 
A Annual cnar>(^ in B««ags hout)r e«nngs 
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in private nonagriculiural industries have been stagnant, gc- 
tually decreasing by 4% after adjusimem for inflaUDn. Rather 
than coming out of corporate proAis, the increasing cost of 
health ore 1^ resulted in relatively flat real wages for 30 years. 
That is the health care cost-wage trade-off * 

Even over shorter periods, workers' average hourly earn- 
ings fluctuate with changes in health care expenditures (ad- 
justed for inflation) (FIGURE). During periods when the real 
annual increases in health care costs are signtficant, as be- 
tween 1987 and 1992 and again between 2001 and 2004, 
inflation'adjusted hourly earnings are flat or even declin- 
ing in real value. For a variety of reasons, the decline in wages 
may lag a few years behind health care cost increases. In- 
surance premiums increase after costs increase. Employers 
may be in bindingmultiyearwage contracts that restrict their 
ability to change wages immediately. Conversely, when in- 
creases in health care costs are moderate, as between 1994 
and 1999, increases in productivity and other factors trans- 
late into higher wages rather than health care premiums. 

The heal^ care cost-wage trade-off is confirmed by many 
economic studies.*'** Stale mandates for inclusion of cer- 
tain health benefits in insurance packages resulted in es- 
sentially all the cost of the added services being borne by 
workers in terms of lower wages.” Similarly, using the Con- 
sumer Expenditure Survey. Miller*^ found that “the amount 
of earnings a worker must give up for gaining health insur- 
ance is roughly equal to the amount an employer must pay 
for such coverage.** Baicker and Chandra” reported that a 
10% increase in state health insurance premiums gener- 
ated a 2.3% decline in wages, “so that |workcrs| bear the 
full cost of the premium increase." Importantly, several stud- 
ies show that when workers lose employer-provided health 
insurance, they actually receive pay increases equivalent lo 
the insurance premium.® ” 

105* 1AAAA. .starch 5, 2000— VoU99. No. 9 


In a review of studies on the link between higher health 
care costs and wages. Gruber” concluded. “The results [of 
studies! that attempt to control for worker selection, firm 
selection, or (ideally) both have produced a fairly uniform 
result: the costs of health insurance are fully shifted to wages." 

The Cost-Public Service Trade-off 

A large portion of health care coverage in the United Slates 
is provided by the government. But where does govern- 
ment’s money for health care come from? Just as the ulti- 
mate cost of employer-provided health insurance falls to 
workers, the burden of government-provided health cov- 
erage falls on the average citizen. When government pays 
for increases in health care costs, it taxes current citizens, 
borrows from future taxpayers, or reduces other slate ser- 
vices that benefit citizens: the health care cost-public ser- 
vice trade-off. 

Health care costs are now the single largest part of slate 
budgets, exceeding education. According to the National 
Governors Association, in 2006, health care expenditures 
accounted for an average of 32% of state budgets, while 
Medicaid alone accounted for 22% of spending.” Between 
2000 and 2004, health care expenditures increased sub- 
stantially, more than 34%, with Medicaid and SCHIP 
increasing more than 44%.^ These increases far exceeded 
the increase in state tax receipts. In response, some states 
raised taxes, others changed eligibility requirements for 
Medicaid and other programs, and still others reduced the 
fees and payments to physicians, hospitals, and other pro- 
viders of health care services. 

However, according to a Rockefeller Institute of Govern- 
ment study of how 10 represeniaiive states responded, prob- 
ably the most common policy change was to cut other slate 
programs, and “the program area that was most affected by 
state budget difficulties in 2004 was public higher educa- 
tion On average, the sample states projected spending 

4.5% less on higher education in FY 2004 than in 2003. 
and raised tuition and fees by almost 14% on average."” In 
other words, the increasing cost of Medicaid and other gov- 
ernment health care programs arc a primary reason for the 
substantial increase in tuition and fees for state colleges and 
universities. Middle-class families finding it more difficult 
to pay for their children's college are unwittingly falling vic- 
tim to increasing state health care costs. Not an easy — but 
a necessary— connection to make. 

Policy Implications 

The widespread failure to acknowledge these efiects of in- 
creasing health care costs on wages and on government ser- 
vices such as education has important policy implications. 
The myth of shared responsibility perpetuates the belief that 
workers are getting something while paying little or noth- 
ing. This undercuts the public’s willingness to tax itself for 
the benefits it wants. 
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This myth of shared responsibility makes any reform that 
removes employers from health care much more difTicuh to 
enact. If workers and their families continue to believe that 
(hey can get a substantial fringe benefit like health insur- 
ance at no cost to themselves, they are less likely to con- 
sider alternatives. Unless this myth is dispelled, the center- 
piece of reform is likely to be an employer mandate. This is 
regrettable and perpetuates the widely recognized historical 
mistake of tying health care coverage to employment. Fur- 
thermore, an employer mandate is an economically inefTi- 
cieni mechanism to finance health care. Keeping employers 
in health care, with their varied interests and competencies, 
impedes major changes necessary for insurance portability, 
cost control, efficient insurance exchanges, value-based 
coverage, delivery system reform, and many other essential 
reforms.*® *’ Employers should be removed from health care 
except for enacting wellness programs that directly help 
maintain productivity and reduce absenteeism. Politicians’ 
rhetoric about shared responsibility reinforces rather than 
rejects this misconception and inhibits rather than facilt- 
tales true health care reform. 

Not only does third-party payment attenuate the incen- 
tive to compare costs and value, but the notion that some- 
one else is paying for the insurance further reduces the in- 
centiv'e for cost control. Getting Americans invested in cost 
control will require (hat they realize they pay the price, not 
just for the deductibles and co-payments, but for the full 
insurance premiums too. 

Sustainable increases in wages require less explosive 
growth in health care costs. Only then will increases in pro- 
ductivity show up in higher wages and lower prices, giving 
a boost to real incomes. Similarly, the only way for states to 
provide more support for education, environment, and In- 
frastructure is for health care costs to be restrained. Unless 
the growth in Medicaid and SCHIP arc limited to — or close 
to — revenue increases, they will continue to siphon money 
that could be spent elsewhere. 

Conclusion 

Discussions of health care financing in the United States are 
distorted by the widely embraced myth of shared respon- 
sibility. The common claim that employers, government, and 
house holds all pay for health care is false. Employers do not 
share fiscal responsibility and employers do not pay for health 
care — they pass it on in the form of lower wages or higher 
prices, k is essential for Americans to understand that while 
it looks like they can have a free lunch — having someone 
else pay for their health insurance — they cannot. The money 
comes from their own pockets. Understanding this is es- 
sential for any sustainable health care reform. 
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FTC Facts 


For Consumers 


Before You File for Personal Bankruptcy: 

Information About Credit Counseling and Debtor Education 

Produced in cooperadon with the Deparrmenc of justices U.S. Irustec i’rogram 


T he Bankruptcy Abuse Prevention and 

Consumer Protection Act ol 2005 launched 
a new era: With limited exceptions, people who 
plan to file for bankruptcy protection must get 
credit counseling from 
a government-approved 
organization within 180 
days they file. They 
also must complete a debtor 
education course to have their 
debts discharged. 

The Department of 
Justice's U.vS. Trustee Program 
approves organizations to 
provide the mandatory 
credit counseling and debtor education. Only the 
counselors and educacocs diat appear on the U.S. 
Trustee Programs lists can advertise that they are, 
indeed, approved to provide the required counseling 
and debtor education. By law, the U.S. Trustee 
Program does not operate in Alabama and North 
Carolina; in these states, court officials called 
Bankruptcy Administrators approve pre-bankruptcy 
credit counseling organizations and pre-discharge 
debtor education course providers. 


Counseling and Education 
Requirements 

AuS a rule, pre-bankruptcy credit counseling and 
pre-discharge debtor education may not be provided 
at the same time. Credit 
counseling must take place 
before yow file For bankruptcy; 
debtor education must rake 
place after you file. 

In general, you must file a 
certificate of credit counseling 
completion when you file 
fot bankruptcy, and evidence 
of completion oF debtor 
education after you file for 
bankruptcy - but before your debt.s ate di.scharged. 
Only credit counseling organizations and debtor 
education course providers that have been approved 
by the U.S. Trustee Program may issue these 
certificates. To protect against fraud, the cerdficaces 
arc produced through a central automated system 
and arc numbered. 
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Pre-bankruptcy counseling 

A pre-bankrupccy counseling session with an 
approved credit counseling organi/ation should 
include an evaluation of your personal Hnancial 
situation, a discussion of alternatives to bankruptcy, 
and a personal budget plan. A typical counseling 
session should last about 60 to 90 minutes, and can 
take place in person, on the phone, or oidine. Ihe 
counseling organization is required to provide the 
counseling free of charge for those consumers who 
cannot afl'ord CO pay. If you 
cannot alFord to pay a fee for 
credit counseling, you should 
request a fee waiver from the 
counseling organization before 
the session begins. Otherwise, 
you may be charged a fee for 
the counseiirtg, which will 
generally be about S50, 
depending on where you live, the types ol services 
you receive, and ocher factors, ilie coun.seling 
organization is required to di.scuss any Ices with you 
before scarring the counseling session. 

Once you have compicred the rcqttired 
counseling, you must get a ccrtificarc as proof. 

Check the U.sS. Trustee’s website to be .sure that you 
receive the certificate from a counseling organizittion 
that Ls approved in the judicial district witert you arc 
filing bankruptcy. Credit counseling organizatioj\,s 
may not charge an extra fee for the ccnificatc. 

Post-Filing Debtor 
EDUCATION 

A debtor education course by an approved provider 
should include information on developing a 
budget, managing money, using credit wdscly, and 


ocher resources, lake pre-filing counseling, debtor 
education may be provided in person, on ciic phone, 
or online. Ihe debtor education session might last 
longer chan the pre-filing counseling - about rwo 
hours - and the typical fee is between S30 and S 100. 
As w'ith pre-filing counseling, if you are unable ro 
pay rhe session fee, you should .seek a fee waivtr from 
the debtor education provider. Check the list ol 
approved debtor cducarion providers at www.usdoj. 
gov/ust/eo/bapcpa/ccde/de_approved.htm or at the 
bankruptcy clerk’s office in your 
district. 

Once you have completed 
the required debtor education 
course, you should receive 
a cerrificatc as proof. Ihis 
ccrtificarc is .separate from 
the certificate you received 
after completing your pre- 
filing credit counseling. Check the U.S. Trustee’s 
website CO be sure that you receive the certificate 
from a debtor education provider that is approved 
in die judicial district where you filed bankruptcy. 
Unless they have disclosed a charge to you before 
the counseling session begins, debtor education 
providers may not charge an extra fee for the 
certificate. 

IMPORTANT Questions to Ask 
When Choosing a Credit 
Counselor 

Its wise to do some research when clioosing a 
credit counseling organization. If you are in search 
of credit coimsSeling to fulfill the bankruptcy law 
requirements, make sure you receive services only 
from approved providers lor your judicial discricr. 


Once you have completed 
the required counseling, 
you must get a 
certificate as proof. 
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Check the list at www.usdoj.gov/ust/eo/bapcpa/ 
ccde/cc_approvcd.htm or at the bankruptcy clerks 
otFice for the district where you will file. Once 
you have the list of approved organizations in your 
judicial district, call several to gather information 
before vou make your choice. Some key questions to 
ask are; 

■ What services do you offer? 

■ Will you help me develop a plan for avoiding 
problems in the future? 

■ Wluu are vour lees? 

■ What il I can't afford to pay j.'our fees? 

■ What qualifications do your counselors have? 

Are they accredited or cerrified by an outside 
organization? What training do they receive? 

■ What do you do ro keep information about 
me (including my addre,ss, phone number, an<i 
financial information) confidential and .secure? 

■ How are your employees paid? Are rhey paid 
more if I sign up for cerniin services, if I pay 
a fee, or if I make a contribution to your 
organization? 

For more information and 
ASSISTANCE 

'Ihe IJ.S. Trustee Program promotes integrity and 
efficiency in the nations bankruptcy system by 
enforcing bankruptcy laws, providing oversight 


of private trustees, and maintaining operational 
excellence. Ilic Program ha.s 21 regions and 95 
field offices, and oversees the administration of 
bankruptcy in all states except Alabama and North 
Carolina. For more information, visit 
www.usdoj.gov/ust. 

If you have concerns about approved credit 
counseling agencies or debtor education course 
providers, such as the failure to provide adequate 
service, please contact the U.S. Trustee Program 
by email at USTCCDEComplaintHeip(®usdoj. 
gov, or in writing at Executive Office for U.S. 
I'rustces, Credit Counseling and Debtor Education 
Unit. 20 Massachtisett.s Avenue. N.W., Suite 8000, 
Washington, D.C.. 205.50. Provide as much 
detail as you can. including the name of the credit 
counseling organization or debtor educarion course 
provider, rhe date of contact, and whom you spoke 
with. 

The Federal Trade Commission works for the 
consumer to prevent fraudulent, deceptive and 
unfair business practices in the marketplace and to 
provide information to help con.sumcrs spot, .stop, 
and avoid them. For more information about credit 
issues and choosing a credit counselor, vi.sit fte.gov/ 
credit. To file a complaint or to get free information 
on consumer is,sues, visit fte.gov or call roll-frec 
I-877-FTC-HELP (U877-3824357); TTY: 1-866- 
65.3-4261. If a credit coun-seling organization falsely 
advertises it is approved by the U.S. Trustee, please 
report this to the FTC via the toll-free number. 
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Tlie Federal Trade Commission (FTC) is the nation’s consumer protection agency. Here are 
some tips from the F FC to help you be a more saw)’- consumer. 

■ Know who you’re dealing with. Do business only with companies that clearly provide 
their name, street address, and phone number. 

■ Protect your personal information. Share credit card or other personal information only 
when buying from a company you Icnow and trust. 

■ Take your time. Resist the urge to “act now.” Most any offer that’s good today will be 
good tomotrow, too. 

■ Rate the risks. Every potentially high-profit investment is a high-risk investment. That 
means you could lose your investment - ail of it. 

■ Read the .small print. Get all promises in writing and read all paperwork before making 
any paymenCvS or signing any contracts. Pay special atccnrlon to the small print. 

■ “Free” means free, dhrow out any offer that says you have to pay to get a gift or a “free” 
gift. If .something is free or a gift, you don't have to pay for it. Period. 

■ Report fraud. If you think you’ve been a victim of fraud, report it. It's one way to get 
even with a scam artist who cheated you. By rcportirjg your complaint to 
1-877-FTC-HELP or www.fcc.gov, you are providing important information to help 
law enforcement officials track down .scam artists and stop them! 


Fcfiemt Tnuie Commission 
Bureau of Consumer Protection 
Division of Consumer and Business Education 


FOR THE CONSUMER FEDERAL TRADE COMMISSION 
WWW. FTC, GOV 1-877-FTC-HELP 
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Health Insurance and Bankruptcy 
Rates in Canada and the United States 


Main Conclusions 

• Unlike the United States, Canada has a universal, single-payer, government-run, socialized health 
insurance system. 

• Advocates of socialized medicine argue that the mixed public-private health insurance system In the 
United States causes many Americans to become financially bankrupt, and that this would not 
occur if the US adopted the Canadian health system. 

• Following this logic, we should expect to observe a lower rate of personal bankruptcy in Canada 
than in the United States. 

• Yet the most recent data (2006 and 2007) shows that personal 
bankruptcy rates are actually higher in Canada (.30% for both 
years) than in the United Stales (.20% and .27%). 

• Research indicates that medical spending was only one of 
several contributing factors in 17 percent of US bankruptcies, 
and that medical debts accounted for only 1 2 to 13 percent of 
the total debts among American bankruptcy filers who cited 
medical debt as one of their reasons for bankruptcy. 

• Research also indicates that medical reasons were cited as the 
primary cause of bankruptcy by approximately 15 percent of 
bankrupt Canadian seniors (55 years of age and older). 

• The US-Canada comparative analysis strongly suggests that 
bankruptcy statistics do not support aigumenis for a 
government-run health insurance system. 


Brett Skinner i.s a 
PhD candidate and 
the Director of Bio- 
Pharma and Health 
Policy Research at 
the Fraser Institute. 



Mark Rovere i.s a 
Senior Policy 
Analyst in the 
Fraser Institute’s 
Department of Bio- 
Pharma and Health 
Policy Research. 


VerDate Nov 24 2008 14:36 May 25, 2010 Jkt 056473 PO 00000 Frm 00155 Fmt 6633 Sfmt 6633 S:\GPO\HEARINGS\56473.TXT SJUD1 PsN: CMORC 







150 


Table 1 : Consumer (non-business) Bankruptcies Filed 
in Canada and the United States, 2006 and 2007 

2006 2007 



Canada 

USA 

Canada 

USA 

Total Consumer Bankruptcy Filings 

98,400 

597,965 

99,282 

822,590 

Total Population 

32.576,100 

298.754.819 

32,927,400 

30!,62!a57 

Consumer Bankruptcy Filings as a 

0.30% 

0.20<«. 

0.30% 

0.27% 


Percentage of Population 

Notes: Table includes total non-business bankruptcy filings only in both countries. Canadian data include bankruptcy and 
consumer proposals, which are conceptually similar to American bankruptcy Chapters 7 and 13 respectively (Bankruptcy 
Canada, 2009a; 2009b). 

Sources: Office of the Superintendent of Bankruptcies. Canada, 2006, 2007. 2008, 2009; US Courts. 2009; Statistics Canada, 
2009a; US Census Bureau. 2009. 


Introduction 

In a recent update to a previous 
.study, Himmelstein el al (2009) 
concluded that in 2007, uninsured 
medical expenses or loss of income 
due to illne.s.s “caused” 
(Himmelstein et aL, 2009, “Table 2; 
Medical Causes of bankruptcy, 
2007,” p, 3) nearly two-thirds (62.1 
percent) of all non-bu-siness bank- 
ruptcies in the United States. The 
authors blame this on America's 
pluralistic health insurance system.' 
Himmelstein and co-author 
Woolhandlcr are well-known pro- 
ponents of Canada’s govern- 
ment-run, single-payer medical 
insurance .system (e.g. Woolhandlcr 
el al., 200.3; McCormick et al., 2004; 
Wooihandier and Himmelstein, 
2004).- The implicit assumption of 
their study is that a single-payer sys- 
tem would have prevented or signif- 
icantly reduced the number of 
bankruptcies observed in the 
United States. Following this logic, 
we should expect to observe a lower 
rale of bankruptcy in Canada 


compared to the United States, all 
else being equal. Yet the most recent 
data shows that the non-bu.siness 
bankruptcy rate in Canada is statis- 
tically the same as it is in the United 
States. 

Data and analysis 

Table 1 show.sthe number of con- 
sumer or personal bankruptcies, 
excluding business bankruptcies, in 
both countries for 2006 and 
2007 — the two most recent years for 
which we have data. All data are 
taken directly from government 
sources In both countries. All data 
are defined in conceptually similar 
ways for both countries. The data 
show that the total number of 
non-business bankruptcy filings 
represented !e.ss than one-third of 
one percent of the total population 
in both countries. There is no sig- 
nificant difference between the per- 
centages. Where there is a 
difference, the data show that 
non-business bankruptcy rates are 
actually higher in Canada. 


Aside from universal single-payer 
health insurance, there are few' 
other significant health, social, or 
legal policy differences between the 
two countries that could be causally 
linked to bankruptcy rates. For 
example, 

• The 2005 reforms to US 
bankruptcy laws have 
produced legal standitrd.s that 
arc very similar to Canadian 
standards (BankruptcyCan- 
ada, 2009a; 2009b). 

• Drug insurance is structured 
almost identically, so exposure 
to drug costs is similar in both 
countries. While the entire 
Canadian population is 
universally eligible for publicly 
funded insurance for ho.spitai 
and physician services, only 
about one-third of the 
Canadian population is publicly 
insured for prescription drugs. 
In Canada, as in the US, 
low-income people, disabled 
populations, and seniors arc 
eligible for separate publicly 
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funded drug programs, while 
most employed people obtain 
drug insurance as a benefit of 
employment, and the rest of 
the population pays with their 
own money. 

• Both countries have 
employment insurance 
programs that provide income 
support in the event of job 
loss (US Department of Labor, 
2004; Service Canada, 2009). 
Unemployment occurs with 
roughly similar frequency 
among Canadians and 
Americans. National 
unemployment rales in 2007 
were 5.3 percent in Canada 
versus 4.6 percent in the 
United States (Statistics 
Canada, 2009b}. 

• Access to medical care for 
people who experience 
long-term unemployment, 
disability from illness, and 
chronic low-incomc status is 
practically the same in both 
countries, being facilitated by 
non-profit, publicly funded 
community health centers 
(NACHC, 2009) and public 
programs like Medicaid in the 
US, and government-run 
systems in Canada. 

Medical bankruptcies 
in Canada 

Medical reasons for bankruptcies 
are not unique to the US. Research 
commissioned by the Canadian 
government (RedLsh ct al., 2006) 
indicates that medical reasons were 
cited as the primary cause of bank- 
ruptcy for approximately 15 percent 
of bankrupt Canadian seniors (55 
years of age and older). Medical 


reasons included lost income or 
employment due to illness, as well 
as uninsured medical expenses. 

other research 

These findings reinforce earlier crit- 
icisms of Himmelstein et al (2005). 
In particular, Dranove and 
Milienson (2006) reviewed the liter- 
ature on medical bankruptcy and 
found that, “studies since the 
mid-1960s have consistently con- 
cluded that medical bills are a rela- 
tively minor part of the debt 
problem” (Dranove and Milienson. 
2006: w78). Studies the two 
researchers reviewed, including one 
by the US Department of Justice, 
estimated that medical debts 
accounted for only between 12 and 
13 percent of total unsecured debt 
among bankruptcy filers who cited 
medical debts as a contributing fac- 
tor to their bankruptcy (Dranove 
and Milienson, 2006). More specifi - 
cally. they examined the data and 
methodology in Himmelstein et al 
(2005) and concluded that the study 

fail[ed| to provide a causal rela- 
tionship to support the claim 
that medical spending contrib- 
utes to “half of all bankruptcies” 
(54.5 percent). Our analysis of 
their data finds a causal link in 
only 17 percent of personal 
bankruptcies... theauthors’ 
methodology does not provide 
a definitive answer to the policy 
question they Implicitly pose: 
how national health insurance 
would affect the rate of personal 
bankruptcy. At best, they show 
that medical bills are a cause of 
1 7 percent of bankruptcies but 
are not necessarily the most 
important cause. They fail to 


perform the multivariate 
statistical analysis necessary to 
determine the magnitude of the 
causal relationship or to rule 
out other factors such as loss of 
job, education expenses, or 
housing costs. (Dranove and 
Milienson, 2006: w75) 

Conclusion 

Canada’s universal, govern- 
ment-run, monopoly health insur- 
ance system was not associated with 
lower rates of bankruptcy in Canada 
compared with the United States in 
cither 2006 or 2007. It is incorrect 
to assume that adopting such an 
insurance system in the US will have 
a significant impact on bankruptcy 
rales. Bankruptcy and a lack of 
health insurance coverage are both 
caused by the same thing — a lack of 
income, which in turn is usually a 
result of unemployment. Illness can 
certainly cause unemployment, 
which can lead to bankruptcy if 
people have unsustainable debt 
loads. However, non-medical 
expenditures comprise the majority 
of debt among bankrupt consumers 
in both Canada and the US. The 
inability to earn sufficient Income 
to cover the.se costs — not exposure 
to uninsured medical costs — is the 
real explanation for almost all bank- 
ruptcies in either country. The 
US-Canada comparative analysis 
strongly suggests that bankruptcy 
statistics do not support arguments 
for a government-run, single-payer, 
socialized health insurance system. 

Notes 

1 Himmelstein el al (2009) conclude 
that, “Medical impoverishment, 
although common in poor nations, is 
almost unheard of in wealthy 
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countries other than the US. Most 
provide a stronger safety net of dis- 
ability income support. All have 
some form of national health insur- 
ance. The US health care financing 
system is broken, and not only for 
the poor and unin.sured. Middle-class 
families frequently coliap.se under the 
strain ofa health care system that 
treats physical wounds, but often 
inflicts fiscal ones” {Himmelstein et 
al 2009: 5-6). 

2 Himmclstcin’s and Wooihandler’s 
advocacy of Canada's single-payer 
health insurance systetn isafso 
reflected in several other studies, 
commentaries and opinion editorials. 

References 

BankruptcyCanada (2(Ki9a). Bankruptcy in 
America. VVeb page. fii tp:,'/ww.v.hank 
uip!'. -. ccruid.i.c.i . b::iiki'iiptcv / 

as of lunc !7. 

2009. 

BankruptcyCanada.com (2009b). Canadian 
vs, American Persona! Bankruptcy-- 
Which is Better? Bankruptcy Canada 
Blog. ii ttLV/.Avwiv .l ei n kiiintcvcaiiada. 

Dranove, i )avid. and Michael I,. Millenson 
( 20%. February 28). Medical Bankruptcy. 
Myth versus Fact. HenUlt Affairs — VVeb 
l-xclusive, 25(2006): w74-w83. DOI 
l().l.'577/hithafT.25.w74. 
blirc uinieu(.he,iMliafl.:iis.or y.^'gi/ 
«.o O (e ntCil'.siraL f,-^:’.' \)'w7t . puidished 

f'fbniary 2H. 2006. 

Himmelstein, David U., Deborah Thorne, 
Elizabeth Warren, and Steffie 
Woolhandler{2009). Medical Bankruptcy 
in the United States. 2007: Results ofa 
National Study. American loiirnal of 

bmkriiptcv .sciulv..ibinknipt cv-2()09.ndf 
as of June 15,2009. 

Tfimmelstein, David U.. l-.iicabeth Warren, 
Deborah 'Thorne, and Steffie 
Woolhandler (200.51. Illness and Injury 
as Contributors to Bankruptcy. Healih 
Affairs — Web Exclusive. DOI 
iO.!377/hlthaff.W5.b3. l!trp:.''contenf. 

‘u litli iff irs.oie.i'r:! ici ’ i' Uit.-hlth.UY. 

X n’ 1 j.4f,.isofIiine 1.5.2009. 


McCormick, Danny, David U. Hinunelstein, 
Steffie Woolhandler. and David H. Bor 
(2004). .Single-Payer National fkalth 
Insurance; Physicians' Views. Archives of 
huernat Medicine, 164(3): 3(Kl-304, 

National As.sociation of Community Health 
Centers jNACHC} (2009). Amt'n'cvjs 
Health Cemtrs. Fact Sheet #0109 
(March). 

Office of the .Superintendent of Bankrupt- 
cies. Canada (2006). An Overview of 
Canadian Insolvency Statistics: Up fo 
2006. http:./.^vww.ic.gc.ca/eic.^.sitc/ 
b.sf osh.nxbvvv.ipi/Sfatsbookk-t2007-FN. 
pdfrsl I! f /s;. iis b(H»klet2007- l: \ '. pJt . as 
of June 12. 2(M»9. 


Office of the Superintendent of Bankrupt- 
cies, Canada (2007). Annual Statistical 
Re^wrl, iiOO?. httpt/Vww'w.ic.yc.ca/ 
k' I w..\i h^f o sb. nsl/ vwjp i /.iniuial-repof t 
2<i07 .| id f ' '-'i l(. K .'' . i n mi al-ti';>ort2007.pdf . 
asuflune 12, 2009. 

Office of the Superintendent of Bankrupt - 
cte.s, Caiiada (2008). insolvency Statis- 
tics m Canada — 2008. hHp:-'Avwvv.ic. 
v ! II <> 0 

Ll _KD‘ri ’oj /)Lj.oiiidfjjlU 
Amui.ii.v/: 0 rctH)i("i' 202 t.l>t 6 cny.pdr . as 
otlunel2,20()9. 

Office of the Superintendent of Bankrupt- 
cies. Canada (2009). Annual Consumer 
lnMvlveiii.y Rates by Province and 


Health Insurance and Bankruptcy Rates in Canada and the United States 4 

www.fraserinstitutc.or^ 


VerDate Nov 24 2008 


14:36 May 25, 2010 Jkt 056473 PO 00000 Frm 00158 Fmt 6e 


Sfmt 6633 S:\GPO\HEARINGS\56473.TXT SJUD1 


PsN: CMORC 




Economic Region. 2000-2008. 
iu;[':^7vv'\vw.ic.gc.ca/cic/site,'l?sl'-o^l>.!i’;t; 
eng’bi '0 ] K20. h uni {date modified: 
2()00-0-S-21), as at' June !2. 2009. 

Redish, Angela, Janis Sarra, and Margaret 
Schabas (2006). Table 4: Primary Causes 
of Bankruptcy, Reported — By Age. 
Growing Old Gracefully: An Irtvenigation 
into the Grawiny Number of flunkrnpt 
Canadians over aye 55. Otfice of the 
Superintendent ol Bankruptcy, 
http;.'/ v'v'\v-.v,k:^g>:.i.a,CK:,- site; I'sl osl\iisf,' 
vvvapi' Rc Jish Niira ''(.ii.ii'.i'.-JOOn - rNC 
■pdbSrn. t,/ Red I sh sarra schabas .‘(ttio- 
l^^(r■pdf . as of iune i 7, 2009. .See also 
Chart 6: Causes of Bankruptcy — 
Reported Primary Cause. In Growing 
Old Gracefully: An fnvesligation into the 
Growing Number of Hankriipi Canadians 
over age 55, Part 6. Iuip:/.’u-\y'.v.ic.gc.caj 
cic/sitc/b.sf-od».iisf\-iig/[M0 U )86.hii i) i . as 
of June 17, 2009. 

Service Canada (2009). Empioynient Insur- 
ance. Web page. hu p:/,'\vvN'u.s e rvn.eci i - 
riada.gc.c.t/eiig-s^A'i. ' i ndex. siuml ( date 


modified: 2009-06- U ), as of June 1 7. 
2009. 

Statistics Canada (2009a). Population by 
year, by province and territory. As of 
July !. CANSI.M, table (for fee) 
051-0001. hftp://s\a>'\v40.si.ttcan.ca / 
I01/cst()l/demo02a-ei)g.hnn (la.st modi- 
fied: 2009-01 15). as of June 12. 2009. 

Statistics Canada (2009b). Unemployment 
rates. Canada and the United Stales. 
Web page. http:/./u'mv.stalcan.gc.ca/ 
putv7i-222-x/2008(kM/sectionp/ 
p -tincmpk>Yn)ent-chomage-eng.htm 
(date modified: 2008- 1 1'25). as of June 
16, 2009. 

US Census Bureau (2009). Annua! Estimates 
of the Populauon for the United States, 
Regions. States, and Puerto Rico: April t. 
2000 to July 1. 2007 (.MST-EST2007-01 ). 
futp:.xAv\x*\v.cgnsux.gov./t >0 }>f.<;t/estinutfs 
■pho (last modified: March 18, 2009), as 
of June 12,2009. 

US Courts (2009). Bankruptcy Statistics, 
l able F-2: U.S. Bankruptcy Courts. 


Health Insurance and Bankruptcy Rates in Canada and the United States 

Vi'ww.Jraserinstitu te.org 


Business and Nonbusiness Bankruptcy 
Ca.scs Commenced, by Chapter of the 
Bankraptcy Code, During the 
Twelve-Month Period Ended Dec. 31, 
2006 and Dec. 31,2007. 
iitipiCwww. us xoi in s.g*- ''. ■ ■'bi i ktp i .ivst ais/ 
.sia ii.stK s.iuii'i-\alendar . a.s of june 1 2, 
2009. 

US Department of Labour (2004), .State 
Unemployment Insurance Benefits. 
Vv’eb page. http:;;'Vc>ik r oKi ’vc!irilv. 
doleta.gti v/uiu 'iripiox le' I 

(updated December 2, 2008). as of June 
17. 2009, 

Woolhandler, Steffie. and David U. 

Himmclstein (2004). I'he high costs of 
for-profit care. Commentary. Canadian 
Medical Association loiinuil. 170(12); 
1814-1813. 

Woolhandler. .Steffie. Terry ('ampbeil, and 
David U. Himmclstein (2003). Costs of 
I fealth Care Administration in the 
United .States and Canada. New England 
fournal of Medicine, 349(8) ( Augitst 2! }: 
768-773. 


VerDate Nov 24 2008 


14:36 May 25, 2010 Jkt 056473 


PO 00000 Frm 00159 


Fmt 6633 


Sfmt6633 S:\GPO\HEARINGS\56473.TXT SJUD1 PsN: CMORC 



154 


HUDSON 

INSTITUTE 


Testimony on Medical Debt; 

Can Bankruptcy Reform Facilitate a Fresh Start? 


Diana Furchtgott-Roth 
Senior Fellow, Hudson Institute 


Testimony before the Senate Committee on the Judiciary, 
Subcommittee on Administrative Oversight and the Courts 

October 20, 2009 


VerDate Nov 24 2008 14;36 May 25, 2010 Jkt 056473 PO 00000 Frm 00160 Fmt 6633 Sfmt 6633 S:\GPO\HEARINGS\56473.TXT SJUD1 PsN: CMORC 


z 



155 


Testimony on Medical Debt: 

Can Bankruptcy Reform Facilitate a Fresh Start? 

Diana Furchtgott-Roth 
Senior Fellow, Hudson Institute 

Mr. Chairman, members of the Committee, I am honored to be invited to 
testify before your Committee today on the subject of medical debt and 
bankruptcy reform. I have followed and written about this and related issues for 
many years. Currently, I am a Senior Fellow at the Hudson Institute. From 
February 2003 until April 2005, 1 was Chief Economist at the U.S. Department of 
Labor. From 2001 until 2003, 1 served at the President's Council of Economic 
Advisers as Chief of Staff and Special Adviser. Previously, I was a Resident 
Fellow at the American Enterprise Institute. I also served as Deputy Executive 
Secretary of the Domestic Policy Council in the White House under President 
George H.W. Bush and as an economist on the staff of President Ronald Reagan's 
Council of Economic Advisers. 

A recent study in the American Journal of Medicine conducted by Dr. 

David Himmelstein and other researchers from Harvard University and Ohio 

University found that medical debts are the major cause of personal bankruptcy 

in America. 1 The study found that 62 percent of bankruptcies in 2007 were 

"medical;" that medical debtors were not poor, but middle-class; and that the 

percent share of bankruptcies due to medical problems rose by 50 percent 

’ David H, Himmelstein et al, "Medical Bankruptcy in the United States, 2007: Results of a 
National Study," The American Journal of Medicine, Vol. 122, No. 8, 741-746, 2009. 


SI 
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between 2001 and 2007. The Himmelstein study paints a picture of an American 
middle class that, even with health insurance coverage, is being bankrupted by 
health care costs. The message is that rising health care costs bankrupt the 
insured middle class as well as the uninsured lower class. 

This study is being used to support the need for the major healthcare 
reform bills before the House and the Senate. On July 27, 2009, House Judiciary 
Chairman John Conyers of Michigan said, "This surge in medical bankruptcies 
demonstrates why health care reform is urgently needed right now. So many 
people's lives are uprooted, and their financial security destroyed, by unexpected 
medical costs." 2 

The only problem is that the study is fatally flawed. Dr. Himmelstein and 
his coauthors got different results because they used a smaller sample and a 
different methodology than other studies. They started with a random sample of 
5,251 bankruptcy petitions and wound up through a series of screenings only 
using 1,032. Only 45 percent of those who completed questionnaires were 
interviewed by phone. The rest were unwilling to be interviewed, or could not 
be found. It is possible that the remaining 55 percent of the sample had no 
problem with medical costs, and that is why they were uninterested in 
participating. Of those interviewed, 62 percent were identified as having health 


2 U.S. House Committee on Judiciary, "Conyers Dismayed by Rise in Medical Bankruptcies" 
(News Release), July 27, 2009. Available at: http://iudiciarv.hoiise-gov./news/09()727.html 
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problems that contributed to bankruptcy. This equaled 28 percent of those who 
completed questionnaires. 

Furthermore, the authors did not properly distinguish reasons for 
bankruptcy. All those who were bankrupt and who had medical debt were 
considered to be bankrupt for medical reasons. In reality, other forms of debt 
could have been the true cause of bankruptcy. One definition of "medically 
bankrupt" was those who were bankrupt and who reported uncovered medical 
bills of greater than $1,000 in the past two years — or $500 per year. It is not 
unusual for families have expenses of $500 per year that are not covered by 
insurance, when dental bills, copayments, and prescriptions are totaled. Another 
definition of "medically bankrupt" was those who were bankrupt and "who lost 
at least 2 weeks of work-related income due to illness or injury." Again, this is 
not that uncommon. A salesman on commission who comes down with the flu, 
or a cold, could lose 2 weeks of work-related income in a year. He could not 
have any medical debts at all and still be classified as "medically bankrupt" 
according to the study's methodology. Hypothetically, someone could go into 
bankruptcy while on Medicare or Medicaid, even if they owed no medical bills at 
all. 

Most important. Dr. Himmelstein's study contradicts the standard 
economics literature on personal bankruptcies. Most reputable studies are based 
on the Survey of Consumer Finances, published by the Federal Reserve, which 
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lists different types of consumer debt^. Debt from goods and services, which 
includes medical debt, rose slightly from 5.5 percent of all debt in 2001 to 5.8 
percent of all debt in 2007. Fewer than one percent of Americans enter 
bankruptcy each year. Of those, only three to five percent are plausibly bankrupt 
due to medical debt. These data and studies present the inconvenient truth that 
our health system is not leading to bankruptcy in America. Our healthcare 
system needs reform, but not of the type currently under consideration by 
Congress. 

Economic studies that contradict Dr. Himmelstein have been authored by 
American Enterprise Institute research fellow Aparna Mathur"'; Northwestern 
University economics professors David Dranove and Michael Millenson^; 
economics professors Scott Fay, Erik Hurst, and Michelle White from University 
of Florida, University of Chicago, and University of California, San Diego 
respectively^; and economist David Gross from Compass Lexecon and economics 
professor Nicholas Souleles from the University of Pennsylvania^. 

Why does Dr. Himmelstein get such different results? One reason could 
be that he is a co-founder of Physicians for a National Health Program, an 


^ The Federal Reserve Board, "Survey of Consumer Finances," 2007. Available at: 
http:/ / w vvvv.federalreserv^e.gov/pubs/oss/ oss2/ sctindex.html 

^ Apama Mathur, "Medical Bills and Bankruptcy Filings". American Enterprise Institute, 2006. 
Available at: htlp:/ /wvvw. aei.org/ docLib/20060719 MedicalBiIIsAndBankruptcv.pdf 
^ David Dranove and Michael L. Millenson, "Medical Bankruptcy: Myth Versus Fact," Health 
Affaris, 25(2), w74-w83, 2006. 

Scott Fay et al. "The Household Bankruptcy Decision," The American Economic Review, 92(3), 706- 
718, 2002. 

^ David Gross and Nicholas Souleles, "An Empirical Analysis of Personal Bankruptcy and 
Delinquency," Review of Financial Studies, 15(1), 319-347, 2002. 
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organization that describes itself on its Web site as "the only national physician 
organization in the United States dedicated exclusively to implementing a single- 
payer national health program."® An additional Harvard coauthor. Dr. Steffie 
Woolhandler, is co-founder and secretary of the organization. Even though their 
article states on the front page that the authors have no conflict of interest, two 
are self-declared activists for single-payer health care, and they have twisted the 
data to fit their cause. 

Even using Dr. Himmelstein's methodology, single-payer health care 
would not solve the medical bankruptcy problem. People would still lose work 
time to illness, perhaps even more time than under the current system, because 
health care would be of lower quality. Our healthcare system needs reform, but 
not of the type currently under consideration by Congress, which includes 
consideration of a national health care plan. 

Although the leading Democratic healthcare reform bills in Congress— the 
Senate HELP Committee's Affordable Health Choices Act the Senate Finance 
Committee's America's Healthy Future Act of 2009i‘^, and the House Education 


® Physicians for a National Health Program, "About PNHP". Available at: 
http://wvvvv.pnlip.org/aboiit/ about pnhp.phri 

^ U.S. Senate "Affordable Health Choices Act". Ill* Congress, 1" session. S. 1679. Washighton: 
GPO, September 2009. Available at: http:/ /frvvebgate.aocess.gpo .gov/cgi- 
bin/getdoc.cgi?dbnaiTie=lTl cong bills&:dodd=f:sl 679pcs.txt. pdf 
U.S. Senate Committee on Finance, "America's Healthy Future Act of 2009". Available at: 
http: / /vvwvv.financesenate.gov/silepages/Ieg/LEG 
percent202009/100209 Americas Healthy Future Act A.MENDBD.pdf 
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and Labor Committee's America's Affordable Health Choices Act of 2009ii — are 
well-intended, they would leave all Americans worse off than they are at present, 
and actually increase the probability of bankruptcy by lowering income available 
for discretionary spending. First, the vast majority would pay more for health 
insurance. Second, the higher cost of health insurance premiums would lower 
cash wages for Americans. Third, those on government plans, such as Medicare 
and Medicaid, would receive worse care. Fourth, the economy-wide effects of 
health care reform mandates would discourage job creation and incentives to 
work by raising taxes. 

Everyone would pay more for health insurance, contributing to 
bankruptcies. Young people and those in good health would have to pay 
substantially more for health insurance than they do at present because premium 
differentials for health insurance would be capped. Almost everyone would 
have to pay more due to the government's definition of a qualified plan. 

One feature of the health reform bills is that variation in premiums would 
be limited. Under the House Democrats' bill, for example, the most expensive 
premium could not be more than twice as much as the cheapest for the same 
plan, and variation would only be allowed on the basis of age. This means that 
young people would have to pay far more in premiums than they would 
otherwise. 

' ' U.S. House "America's Affordable Health Choices Act of 2009". 1LI>'' Congress, 1=* session. H.R. 
3200. Washighton: GPO, July 2009. Available ah. http. //frw’ebgato.access. gpo.gov /egi- 
bin/getdoc.cgi?dbname=] 11 cong bills&docid=f:h3200ih.txt.pi.!f 
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The Baucus bill would require everyone to purchase health insurance or 
face penalties. Americans with incomes up to 400 percent of the poverty line 
(currently $90,100 for a family of four) who are not covered by an employer plan 
would receive tax credits to purchase health insurance plans in an "exchange." 

Plans purchased in the exchange would have generous coverage and no 
lifetime or annual limits on any benefits. Only Americans under 25 and those 
who spend more than eight percent of their income on health insurance 
premiums would be allowed to purchase "young invincible" plans, catastrophic 
insurance against major accidents. Americans would have to pay a far higher 
cost for health insurance, since plans would have to accept everyone, regardless 
of health or pre-existing conditions. 

It is easy to see from the Baucus bill why the cost of health insurance is 
going to increase substantially. According to the Senate Finance Committee, "All 
plans would be required to provide primary care and first-dollar coverage for 
preventive services, emergency services , medical and surgical care, physician 
services, hospitalization, outpatient services, day surgery and related anesthesia, 
diagnostic imaging and screenings, including x-rays, maternity and newborn 
care, pediatric services (including dental and vision care), prescription drugs, 
radiation and chemotherapy, and mental health and substance abuse services. 
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Plans would not be allowed to set lifetime limits on coverage or annual limits on 
any benefits." 12 

Half of the expenses in the Baucus plan would be funded through an 
excise tax on expensive plans of 40 percent on premiums above $8,000 for singles 
and $21,000 for families, bringing in $201 billion from 2013 through 2019. Today 
health insurance premiums cost on average $4,824 for singles and $13,375 for 
families. CBO calculates that in 2019, in addition to $46 billion in excise taxes, 
Americans would be paying over $100 billion in higher premiums. i"* Since CBO 
forecasts increases in excise tax revenues of 10 percent to 15 percent annually 
after 2019, health insurance premiums must also rise by the same percent 
annually. This government mandate would amount to a steady drain on 
American men and women. A memo dated October 13, 2009, from Thomas 
Barthold, chief of staff of the Joint Committee on Taxation, said "Generally, we 
expect the insurer to pass along the cost of the excise tax to consumers by 
increasing the price of health coverage." 


U.S. Senate Committee on Finance, "Baucus Introduces Landmark Plan to Lower Health Care 
Costs, Provide Quality, Affordable Coverage" (News Release), September 16, 2009. Available at: 
http://fmance.senate.gOv/press/Bpress/2009pres5/ prb091 609h.pdf 
The Kaiser Family Foundation and Health Research and Educational Trust, "Employer Health 
Benefits 2009 Annual Survey" September 15, 2009. Available at: 
http : / / ehbs . k.f f .or g/ pd f / 2009 / 7936. pd f 

Congressional Budget Office. "Letter to the Honorable Max Baucus on the Preliminary 
Analysis of the Chairman's Mark for the America's Healthy Future Act, as Amended", October 7, 
2009. Available at: http:/ / ww w.cbo.i.mv / ftpdocs/106xx/ dcx:10642/10-7-Baucus letter.pdf 
Joint Committee on Taxation. “Memo from Thomas A. Barthold to Cathy Koch and Mark Prater,” 
October 13, 2009. http://www.hudson.org/files/documents/RespoTise_Cathy_Koch_Mark_Prater_40- 
Percent_Excise_Tax_High_Coverage_Health_Plans.pdf. 
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The higher cost of health insurance premiums would lower cash wages 
for everyone, contributing to bankruptcies. A government mandate for 
employers to provide health insurance would cause wages to decline, because 
the costs of the insurance would be passed on to workers, who would see a 
decline in wages. Alternatively, as discussed in the following section, employers 
would reduce employment, especially for low-wage workers. 

Harvard University economics professor Katherine Baicker and 
University of Michigan economics professor Helen Levy concluded that low- 
income, minority workers would be the most affected by a government 
mandated^ “We find that 33 percent of uninsured workers earn within $3 of the 
minimum wage, putting them at risk of unemployment if their employers were 
required to offer insurance. . . . Workers who would lose their jobs are 
disproportionately likely to be high school dropouts, minority, and female. ... 
Thus, among the uninsured, those with the least education face the highest risk 
of losing their jobs under employer mandates." 

Employers are likely to respond to the higher costs resulting from 
mandated provision of health insurance by employing fewer workers, or 
outsourcing jobs overseas. TTiis would increase the probability of bankruptcy. 
Those employed by small businesses would be disproportionately affected, 
because many small businesses employ low-income wage workers at or near the 

Katherine Baicker and Helen Levy, "Employer Health Insurance Mandates and the Risk of 
Unemployment," NBER Working Paper No, 13528, October 2007. Available at: 
http: //'vvv'w. nber.org/papers/ vvl352S.pdf . 
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minimum wage, and cannot reduce these wages to absorb the increased cost. It 
is no coincidence that this summer's increase in the minimum wage to $7.25 per 
hourly was followed by record teen unemployment rates, the latest almost 26 
percent in September^®. Employers laid off the less-skilled workers rather than 
paying them more than they were worth. 

The Congressional Budget Office concluded that a requirement for 
employers to provide health insurance would encourage employers to hire more 
part-time workers and fewer full-time workers. According to CBO, the creation 
of different penalties for full and part time workers "would increase incentives 
for firms to replace full-time employees with more part-time or temporary 
workers." 

According to Ezekiel Emanuel and Victor Fuchs in the Journal of the 
American Medical Association, "It is essential for Americans to understand that 
while it looks like they can have a free lunch — having someone else pay for 
health insurance — they cannot. The money comes from their own pockets. 
Understanding this is essential for any sustainable health care reform." Peter 


U.S. Department of Labor Wage and Hour Division, "Employee Rights under the Fair Labor 
Standards Act," July 2009. Available at: 

hltp:,'^ ./ vvwvv.doi.gov/esa/vvhd/regs/compliance/posters/ininwagep. p df 
Bureau of Labor Statistics, "The Employment Situation - September 2009". 

Congressional Budget Office, "Effects of Changes to the Health Insurance System on Labor 
Markets," July 13, 2009. Available at: http://wvvw.cbo.gov/ftpdocs/104xx/docl0435/07-13- 
HeaIthCareAndLaborMarkets.pdf 

Ezekiel J. Emanuel and Victor R. Fuchs, "Who Really Pays for Health Care Costs," Journal of the 
American Medical Association, March 5, 2008. Similarly, Harvard economist Katherine Baicker 
wrote, "Employees ultimately pay for the health insurance they get through their employer, no 
matter who writes the check to the insurance company. The view that vve can get employers to 
shoulder the cost of providing health insurance stems from the misconception that employers 
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Orszag reiterated this as CBO director, saying that, "The economic evidence is 
overvi^helming, the theory is overwhelming, that when your firm pays for your 
health insurance you actually pay through reduced take-home pay. The firm is 
not giving that to you for free. Your other wages or what have you are reduced 
as a result. I don't think most workers realize that."-' 

Those on government plans, such as Medicare and Medicaid, would 
receive worse care, losing more work time. Medicare recipients would receive a 
lower standard of care than they do at present due to cuts in the program. 

Putting more Americans into the Medicaid program would give them a lower 
standard of care. 

Nearly 90 percent of the $404 billion Medicare and Medicaid savings 
would be from Medicare in the period 2013 to 2019 in the Baucus bill. Thereafter, 
savings would be expected to continue at the rate of 10 percent to 15 percent. 
CBO estimates that Medicare Advantage plans, popular bundled health 
maintenance organizahons serving 20 percent of Medicare patients, would be cut 
by $117 billion.^ Under the heading "Ensuring Medicare Sustainability," more 
than $200 billion would be cut from payments to hospitals, elder care, doctors, 
and hospices. Payments to Medicare doctors would be cut by 25 percent in 2011. 
A Medicare Commission would propose further cuts. 

pay for benefits out of a reservoir of profits. Regardless of a firm's profits, valued benefits are 
paid for primarily out of workers' wages." Katherine Baicker and Amitabh Chandra, "Myths and 
Misconceptions about U.S. Health Insurance," Health Affairs, 2008. 

CBO Director Peter Orszag Testimony before the Senate Finance Committee, June 17, 2008. 

Congressional Budget Office. "Letter to the Honorable Max Baucus on the Preliminary 
Analysis of the Chairman's Mark for the America's Healthy Future Act, as Amended". 
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The government would persuade doctors to cut Medicare costs by 
associating more tests with lower reimbursements. Ranked in order of spending 
per patient, every year the top 10 percent of physicians would have their 
reimbursements cut. Since by definition there would always be 10 percent of 
physicians in the top 10 percent, they would have an incentive to avoid the 
sickest patients or the specialties with the most tests. 

The House Democrats bill plans to expand the Medicaid program to 133 
percent of the poverty line in order to cover low-income uninsured workers. Not 
only would this cause a financial drain on already-strained budgets, but 
Medicaid does not provide as high a level of care as do many other private plans. 
Low-income Americans would be disadvantaged by being put on Medicaid 
rather than being given a refundable tax credit to purchase a private plan, as has 
been suggested by Georgia Congressman Tom Price, himself a physician, in the 
Empowering Patients First Act. 

Many Medicaid patients cannot find doctors who will see them. In 
California, 49 percent of family physicians do not participate in Medicaid^^ while 
in Michigan the number of doctors who do not see Medicaid patients has risen 
from 12 percent in 1999 to 36 percent in 20052*. Physicians do not want to take 
Medicaid patients because of low reimbursement and substantial paperwork. A 

Lisa Backus et al, "Specialists' and Primary Care Physicians' Participation in Medicaid 
Managed Care," Journal of General Internal Medicine, Vol. 16, No. 12. December 2001. 

Jay Greene, "Committee looks at taxing Michigan doctors to help avert 12 percent Medicaid 
cuts," Michigan Slate Medical Society, September 22, 2009. Available at: 

http: / /\vwvv.m.sms.org/AM/Ton'plate.cfm?Section=AJvocacv&TEMrL.ATE-/CM/ContentDis 
plav.cfm&CONTEXllD=12302 
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2009 Health Affairs report indicated that Medicaid physician fees increased 15,1 
percent, on average, between 2003 and 2008.^ This was below the general rate of 
inflation of 20.3 percent, resulting in a reduction in real fees. 

The economy-wide effects of health care reform mandates would 
discourage job creation and incentives to work by raising taxes, thereby 
making bankruptcies more likely. Health reform is expensive, and some of the 
bills pay for it through increased taxes. For instance, the House bill relies on 
income tax surcharges on the most producKve workers, bringing the top tax rate 
to 45 percent, as well as an 8 percent payroll tax on employers who do not offer 
the right kind of health insurance to their employees. Moreover, anyone who 
does not sign up for health insurance would face an additional 2.5 percent 
income tax. Federal taxes are not the whole story. State taxes would take 
another 9 percent of incomes in states such as Oregon, Vermont and Iowa; 
Medicare would take another 1.45 percent; and Social Security taxes would add 
another 6.2 percent up to $107,000. Top tax rates in some states could exceed 55 
percent, discouraging work and investment and reducing employment. 

The tax penalty for working is even more substantial at the low end of the 
income spectrum. The staff of the Joint Tax Committee estimated that combined 
effective income and premium marginal tax rates, including payroll t 2 ixes, for 
poor families of four under the Baucus bill would be substantial, dwarfing rates 

^ Stephen Zuckerman, Aimee F. Williams, and Karen E. Stockley, "Trends in Medicaid Physician 
Fees, 2003-2008”, Henlth Affairs, Vol. 28, No. 3, 2009. 


VerDate Nov 24 2008 14:36 May 25, 2010 Jkt 056473 PO 00000 Frm 00173 Fmt 6633 Sfmt 6633 S:\GPO\HEARINGS\56473.TXT SJUD1 PsN: CMORC 







for upper-income individuals. They would reach 59 percent at 150 percent of the 
poverty line; 49 percent at 250 percent of the poverty line; 39 percent at 350 
percent of the poverty line; and 40 percent at 450 percent of the poverty line.^s 

Our tax system should not make it harder for Americans to work. The 
penalty falls both on those struggling to escape from poverty, and on those who 
have invested in education, hoping to enter professional and managerial careers. 
Throughout the income spectrum, higher taxes would exacerbate the penalty for 
working. 

Our health insurance system needs to change, but not in the way 
envisaged by Congress. Rather than mandating one expensive plan. Congress 
would do better to change the current health insurance tax credit from employers 
to individuals and allow people to pick their own portable plans, as they do with 
other forms of insurance. It is vital that economic growth and upward income 
mobility continue, and the main route to this progress is an abundant supply of 
job opportunities. As configured, the three plans under consideration today 
would cause job loss and impede job creation, increasing the probability of 
bankruptcy. They would encourage American firms to move abroad, taking jobs 
to other countries. 

Thank you for allowing me to appear before you today. 1 would be glad 
to answer any questions. 

Joint Committee on Taxation. “Memo from Thomas A. Barthold to Mark Prater, Tony Coughlan, Nick 
Wyatt, and Chris Conlin” October 13, 2009. 

http;//hudson.org/file.s/documents/Response_to_Mark_Pra ter_Effective_MarginaCTax_Rates.pdf. 
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REAL CLEAR MARKETS 
July 30, 2009 

The Healthcare Bankniptcy Myth 
By Diana Furchtgott-Roth 


Few figures in American life have suffered as publicly as Elizabeth Edwards, a cancer survivor 
whose son was killed in a car accident, the betrayed wife of presidential candidate John Edwards. 
Like a classic Greek heroine, she has only one flaw: she is too trusting. This week, she was 
duped into endorsing a Hawed bankruptcy study that was transparently intended to support a 
single-payer health care plan. 


In testimony before a subcommittee of the House Judiciary Committee, Mrs. Edwards declared, 
"Medical debt is, of course, a symptom of larger problems in our health care sy.stcm-and the 
solution to medical debt and medical bankruptcy is real health refonn that results in affordable, 
reliable health coverage and affordable health care for all Americans." 


Mrs. Edwards batted her te,stimony on a study in the American Journal of Medicine conducted by 
Dr. David Himmelstein and other researchers from Harvard University and Ohio University. An 
unassuming reader might conclude that medical debts are the major cause of personal banknjptcy 
in America, becau.se the study finds that 62% of bankruptcies in 2007 were "medical," 


House Judiciary Chairman John Conyers of Michigan, w'ho should know better, said "This surge 
in medical bankniptcies demonstrates why health care reform is urgently needed right now. So 
many people's lives are uprooted, and their financial security destroyed, by unexpected medical 
costs," 


But fewer than one percent of Americans enter bankruptcy each year. Of those, only three to five 
percent are plausibly bankrupt due to medical debt. The.se numbers present the inconvenient truth 
that our health .sy.stcm is not leading to bankruptcy in America. 
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The Himmelstein study paints a picture of an American middle class that even with health 
insurance coverage is being bankrupted by health care costs. The share of bankruptcies 
attributable to health care costs rose by 50%between 2001 and 2007, according to the study. The 
message is that rising health care costs bankrupt the insured middle class as well as the uninsured 
lower class. 


The only problem is that the study is fatally Flawed. Dr. Himmelstein is a co-founder of 
Physicians for a National Health Program, an organization that de.scribes itself on its Web site as 
"the only national physician organization in the United States dedicated exclusively to 
implementing a single-payer national health program." An additional Harv-ard coauthor. Dr. 
Steffie Woolhandler, is co-founder and secretary of the organization. Even though the article 
states on the Front page that the authors have no conflict of interest, two are self-declared 
activists for single-payer health care, and they have twisted the data to fit their cause. 


Apama Mathur, an American Enterprise Institute research fellow and another witness in the 
hearing, told me in a telephone conversation that "the Himmelstein surveys overstate the effect 
of medical debts on bankruptcy. Despite obvious problems with the survey methodology, it was 
clear to me during the testimony yesterday that the study was being used as a pretext for making 
the case for universal health insurance." 


Dr. Himmelstein's study contradicts the economics literature on personal bankruptcies. Most 
reputable studies are based on the Survey of Consumer Finances, published by the Federal 
Reserve, which lists different types of consumer debt. Medical debt rose slightly from 5.5% of 
all debt in 2001 to 5.8% of all debt in 2007. according to the Fed, 


A study by the Department of Justice examined more than 5,000 bankruptcy cases between 2000 
and 2002. It found that 54% of bankruptcies involve no medical debt, and more than 90% have 
medical debt of less than $5,000. Even among the minority of bankruptcies that report medical 
debt, only a few have enough to cause personal bankruptcy. 


Dr. Himmelstein gets different results because he uses a smaller sample and a different 
methodology than other studies. He started with a random sample of 5,25 1 bankruptcy petitions 
and wound up through a series of screenings only using 1,032. His survey assumes that when a 
medical problem is mentioned that as.sociated medical costs are automatically associated with 
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bankruptcy. In addition, anyone is counted as medically bankrupt if they eitc illness or mediea! 
bills as a reason for bankruptcy, even if other debts, such as foreclosure and eredit card debt, are 
a primary reason. 


Furthermore, if respondents lost two weeks of work due to illness or injury they were counted as 
medically bankrupt, even if they had no medical debt. Hypothetically, someone could go into 
bankruptcy while on .Medicare or Medicaid, even if they owed no medical bills at all. 


Yet using Dr. Himmelstein's methodology, even single-payer health care would not solve the 
medieal bankruptcy problem. People would still lose work time to illness, perhaps even more 
time than under the current system, because health care would be of lower quality. Under 
Britain's single-payer system, for e,\amplc, people who think they might have .swine llu are not 
being seen by doctors. Instead, they are asked to stay home and consult with the doctor over the 
phone. 


More and more Americans understand that adding SI trillion to government spending for health 
care refonn won't fix our economic crisis. So proponents of single-payer health care bring out 
poor Elizabeth Edwards to justify their made-up numbers on medical bankruptcy. Shame on 
them. 


Diana Furchtgott-Roth is a contributing editor of RealClearMarkels and an adjunct fellow at the 
Manhattan lastitute. 
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http://www.realcleamiarkets.com/articles/2009/07/30/the_.mcdical_bankruptcy_rnyth_97335.htm 
1 at October 20, 2009 - 12:33:1 I PM CDT 


VerDate Nov 24 2008 


14:36 May 25, 2010 Jkt 056473 PO 00000 Frm 00180 Fmt 6e 


Sfmt6633 S:\GPO\HEARINGS\56473.TXT SJUD1 


PsN: CMORC 



175 


The Household Bankruptcy Decision 

By Scott Fay, Erik Hurst, ano MiCHHLLH J. Whith'^^ 


Personal bankruptcy filings have risen from 
0.3 percent of households per year in 1984 to 
around 1.35 percent in 1998 and 1999, tran.s- 
fotrning bankruptcy from a rare occurrence to a 
routine event. Lenders lost about $39 billion in 
1998 due to personal bankruptcy hlings.' But 
economists have little understanding of why 
households file for bankruptcy or why filings 
have increased so rapidly. Until very recently, 
studying the household bankruptcy decision 
was very difficult, because no household-level 
data set existed that included information on 
bankruptcy filings. In this paper, we use new 
data from the Pane! Study of Income Dynamics, 
which includes information on bankruptcy hl- 
ings, to estimate a model of households' bank- 
ruptcy decisions. 

We find support for the strategic model of 
bankruptcy, which predicts that household.s are 
more likely to file when their financial benefit 
from filing is higher. Our model predicts that an 
increase of $1 ,000 in households’ financial ben- 
efit from bankruptcy would result in a 7-percent 
increase in the number of bankruptcy filings. 
Our model also predicts that if the 1997 Na- 
tional Bankruptcy Review Commi.ssion's pro- 
posed changes in bankruptcy exemption IcvcI.s 
were implemented, there would be a 16-percenl 
increase in the number of bankruptcy filings 
each year. But if the $100,000 cap on home- 
stead exemptions recently passed by the U..S. 


* Fijy. Warrington College: of Business AdininiMrahon, 
University of Florida: Hurst: Graduate School of Business. 
University of Chicago: White: Departincni of Economics, 
University of Californitu San Diego. ,ind NBBR. We are 
grateful to Oriey Ashcnfelter. John Bound. Chtirlie Brown, 
Paul Couruni, Austan Gootsbee. Jim Hines. Joe Lupion. 
Ariel Pakes. Gary Solon. Nicholas Souleles. F'rank Stafford. 
Elizabeth Vv'arrcn. and an tuionymous referee for helpful 
er>mtnctus. and to Citibank and the National Science Foun- 
dation. under Grunt No, SHR 96-17712. for financial sup- 
port. F-iu-lier vervions of this paper were presented at 
Hafvajd University, the Wharton School, the University of 
Chicago. UCLA, and the Ainericrui Law an<! Economics 
.Association Conference. 

' This figure is based on unsecured debt per bankruptcy 
filing ol S28.000 (John M. Barron and Michael Staten. 
1998). 


Senate were adopted, our model predicts that 
there would be only a negligible effect on the 
number of filings. We find little support for the 
nonstrategic model of bankruptcy which pre- 
dicts that households file when adverse events 
occur which reduce their ability to repay. Fi- 
nally, controlling for slate and time fixed ef- 
fects. our model shows that households are 
more likely to file for bankruptcy if they live in 
dislricis with higher aggregate filing rales. 

I. U.S. Personal Bankruptcy Law 

The United States has two different persona! 
bankruptcy procedures — Chapter? and Chapter 
13 — and debtors have the right to choose be- 
tween them. 

Chapter 7 . — Under Chapter 7, unsecured 
debts such as credit card debt, installment loans, 
medical bills, and damage claims are dis- 
charged. Debtors are not obliged to use any of 
their fuiure earnings to repay their debt, but they 
are obliged to turn over all of their assets above 
a fixed exemption level to the bankruptcy 
trustee. The trustee liquidates the nonexempt 
assets and uses the proceeds to repay creditors. 
Although bankruptcy is a matter of federal law 
and the rules are uniform across the United 
.States. Congress gave the states the right to 
adopt their own bankruptcy exemptions. Most 
states have separate exemptions for equity in the 
debtor’s principle residence (the '‘home,siead 
exemption”) and for several types of personal 
prc'periy. In general, slates' nonhomestead ex- 
emptions are low, but their homestead exemp- 
tions vary widely, from a few thousand dollars 
to unlimited in nine slates. “ If debtors' assets 
are less than the exemption levels in their states, 
then they are not obliged to repay anything to 
creditors. 


"The average value of all nonhomc.stead exemption', in 
1995 was S.s.OOO. The average hoinesiead exemplion in 
199.5 for states that do not have unlimited homestead ex- 
emptions was .S25.000 Most 'vtatos also exempt clothing, 
furniture, and household gootK 
7fJd 
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Households' financial benefit from filing for 
bankruptcy under Chapter 7 is therefore the 
value ofdebt discharged and their financial cost 
is the value of nonexempt assets, if any, that 
they must give up. Households' net financial 
benefit from filing for bankrtiptcy is the differ- 
ence. Households that file for bankruptcy must 
also pay bankruptcy court filing fees and law- 
yers’ fees. They also face possible nonpecuni- 
ary costs, including the cost of acquiring 
information about the bankruptcy process, 
higher future borrowing costs, and the cost of 
bankruptcy stigma. 

Chapter LT — Chapter 13 bankruptcy is in- 
tended for debtors who earn regular incomes. 
Under it, debtors do not give up any as.sets in 
bankruptcy, but they must propose a plan to 
repay a portion of their debts from future in- 
come. usually over three to five years. The plan 
goes into effect as long as the bankruptcy judge 
accepts it, i.e., creditors do not have the right to 
block repayment plans. 

Because debtors have the right to choose 
between Chapters 7 and 13, they have a finan- 
cial incentive to choose Chapter 7 whenever 
their assets are less than their slate's exemption, 
since doing so altovvs them to avoid repaying 
their debts completely.'^ Even when households 
file under Chapter 1.3. they are obliged to use 
future earnings to repay debt only to the extent 
that they would be obliged to use nonexempt 
assets to repay debt under Chapter 7. For exam- 
ple. debtors who have $5,000 in nonexempt 
assets are obliged to repay only the equivalent 
of $5,000 from future earnings in a repayment 
plan under Chapter 13. Debtors who have no 
nonexempt assets sometimes file under Chapter 
13, but propose to repay only token amounts. 
Bankruptcy judges vary in their willingness to 
accept these plans,'* 


' Dt;blor^ may assets from nonexcmpi lo exempt 
caiegoricN before fiiing or u>e other sfraiegics to rixfuce their 
ncmexemptu-sscis before filing. Debtors may also dcfaulton 
their debt but not file (or bankruptcy, since creditors do not 
always attempt to coliett. See White ( l^dSa) fi>r discussion. 

About 70 pereent of bankruptcy filmys occur under 
Chapter 7. Congress has alicmplett to make Chapter 13 
more artraciive to debtors by allowing some types of 
debts — including some student loans and debts incurred by 

fraud to be discharged under Chapter 13. but not under 

Chapter 7. Debtors are also allowed to fde under ChaiHer 1.3 
us often as every six months, while they cannot file under 


H. [dterature Review 

Attempts to study the btinkrupfcy filing deci- 
sion have been hampered by the lack of 
household-level data on bankruptcy filings. In 
an early study. White (1987) regressed the ag- 
gregate bankruptcy filing rate by county on the 
bankruptcy exemption level for the relevant 
state and other variables. She found that the 
bankruptcy filing rate was positively and sig- 
nificantly related lo the exemption level. ^ 
Ian Dornowit/. and Robert T. Sanain (1999) 
got around the lack of household-level data 
on bankruptcy tilings by combining two data 
.sources: a sample of households that filed for 
bankruptcy under Chapter 7 in the early I98f)'s 
and a representative sample of U.S. households 
which includes detailed financial information 
(the 1983 Survey of Consumer Finances). They 
found that households with more credit card 
debt were more likely to file for bankruptcy. 
David Gross and Nicholas Souleles (2002) used 
a data set of individual credit card accounts to 
explain account holders' bankruptcy decisions, 
Their main explanatory variable is lenders' rat- 
ing of individual account holders' riskiness and 
their main finding is that, after controlling for 
the increase in the average borrower'.s riskiness, 
the probability of default rose significantly be- 
tween 1995 and 1 997. They Interpret this re.suit 
a.s evidence that the level of bankmptcy stigma 
has fallen. Neither the Dornowit/ and Sartain 
nor the Gross and Souleles papers tested 
whether households' decisions to file for bank- 
niptcy are related to their financial benefit from 
filing, which is a central goal of this study.*^ 


Chapter 7 twre often than once every six years. Chapter 13 
is also attractive to tlebiors who own homes and are in 
arrears on mortgage payments, hecau.se it delays foreclo- 
sure. In 198-1-. C\>ngress uilopted a provision intended to 
prevent high-income dcbiois from filing under Chapter 7, 
but later court decisions and lack of enforcement made it 
ineneclive. See Karen Gross ( 1086). W'ayne R, Wells et al. 
(1001 ). and White ( 100,Sb) for diseiissions of this provision 
and the rclatiottship between Chapters 7 and 1 ,V 

Frank H. Buckley and Margaret F, Brinig (1098) did a 
similar study using state rather than county bankruptcy 
filing rates, for the years 10X0 to !00t. They found a 
negative relationship between state aggregate filing rates 
and the exemption level. 

For ihooretival models of the bunkriipfcy decision, sec 
Samuel A. Reru Jr. (108-1) and Ronald A. Dye (1986). 
Buckley (1994) discusses explanations tbi the pro-debtor 
tilt of U.S. bankruptcy policy. Reint Gropp et nf (1997) 
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There is also a sociologically oriented litera- 
ture on the bankruptcy filing decision. Teresa A. 
Sullivan ei al. (1989) examined the characteris- 
tics of a sample of households that tiled for 
bankruptcy during the early 198(rs. Based on 
descriptive evidence, they argued that house- 
holds tile for bankruptcy when unexpected ad- 
verse events occur which reduce their ability to 
repay their debts. Sullivan et al. also argue that 
households do nor take tinancial benefit into 
account in making their bankruptcy decisions. 
We test the adverse events hypothesis in our 
empirical work.^ 

Finally, evidence from several sources sug- 
gests that the administration and practice of 
bankruptcy law vary across bankruptcy dis- 
tricts, which may cause incentives to tile for 
bankruptcy to vary across districts. Jean 
Braucher (199.1) interviewed bankruptcy law- 
yers in four bankruptcy districts and found that 
they often discourage debtors who have less 
than a njinimum amount of dischargeable debt 
from filing for bankruptcy, but the minimum 
amount varies across districts. Braucher also 
notes that bankruptcy trustees in each district .set 
standard legal fees for Chapter 7 and Chapter 1 3 
bankruptcy filings. Because these fees vary 
widely across districts, lawyers’ incentives to 
specialize in bankruptcy cases also vary across 
districts. Both Biaucher and Sullivan et al. 
( 1 989) have noted that there are targe variations 
acro.ss bankruptcy districts in the proportion of 
filings that occur under Chapter 13, which they 
attribute to judges or lawyers in particular dis- 
tricts encouraging debtors to file under Chapter 
13. But pressure to file under Chapter 13 could 
make filing for bankruptcy either more or less 
attractive overall, depending on whether bank- 
ruptcy judges in the district are willing to accept 
token repayment plans under Chapter 13. In our 
empirical work, we test w'hether the individual 
households’ decisions to file for bankruptcy arc 
influenced by the number of bankruptcy filings 
in their districts. 


investiguic ihe ettcci of viu-jations in bankfupicy exemp- 
tions on supply and demand for consumer ercdil. 

’ A WuOiini^ion fOixr (February 1 8. 2000) editorial argu- 
ing against changing current bankruptcy law suggests that 
this i.s a commonly held view: "Most bankruptcies are 
trlggcrai by misfortune, not irresponsibility: by illness, a 
joh loss, a broken maiTiage. America should remain the 
home of second chances." 


fll. Data and .Specification 

In 1996. the Panel Study of Income Dynam- 
ics (PSID) asked respondents whether they had 
ever filed for bankruptcy and, if so, in what 
year(s). Our data set is a combined cross- 
section, time-series sample of PSID households 
in the years 1984-1995. We run probit regres- 
sions explaining whether household / filed for 
bankruptcy in year 

The independent variables test three hypoth- 
e.ses: whether households are more likely to file 
for bankruptcy as their net hnancial benefit from 
filing increases, whether (controlling for finan- 
cial benefit) they are more likely to file for 
bankruptcy when adverse events occur, and 
whether households’ bankruptcy decisions are 
influenced by average bankruptcy filing rates in 
the localities where they live. 

A. Financial Hcnefii 

Consider first the hypothesis that households 
are more likely to file for bankruptcy us their net 
financial benefit from filing increases. As dis 
cussed above, household I’s net financial benefit 
from filing for Chapter? bankruptcy in year i is: 

(I) 

FinBen,, — niax[D„ - maxi Oj, 0] 

where is the value of household /',s unse- 
cured debt that would be discharged in bank- 
ruptcy in year r, is household i's wealth in 


^ In order for pa/iiciilar householtF to be inciudec! in our 
sample, they must have answered all of the P.SID question- 
naires for the years 1992- 19^3, Households that are in the 
.sample for 1992-1^95 are aKo included for any of the 
additional years 1984-1991 for which data are available 
We used a balanced panel for the years i 992 -1 995 because 
ihe FSID data sets for 1993-1996 are only available in 
“ejtrly release” form and no household w'eights itre inclutied, 
W'c therefore used 1992 househtdd wcighis for al! of the 
199.3-1995 observations. The ’ euriy release" data sco also 
omit households’ state of residence. .As a result, we are 

forcetl to assunte that households observed in 1993 1995 

still live in the same state where they lived in 1992 We used 
the confidential PSID geocodes lt> assign households to iheir 
counties of residence in each year of the sample (up to 
1992). This allows us to assign househokis to biinkruptey 
iliNtrict.s and also to use county-level tiaia I’or the unempioy 
nteni rate. Bectiuse wc use the PSID weights, our sample is 
representative of the general population. 
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year i net of secured debts such as mortgages 
and car loans, and E^, is the bankruptcy exemp- 
tion in household /'s state of residence in year i. 
When household / files for bankruptcy, debts of 
Oy, are discharged, but the household must give 
up assets of value VV^, if its wealth VV',, 

exceeds the exemption level E^,. FinBen^, must 
be nonnegative, since households would not file 
for bankruptcy if their nonexempt assets ex- 
ceeded the amount of debt discharged. Al- 
though equation (!) gives the financial benefit 
of filing under Chapter 7. it also applies to fil- 
ing under Chapter 17, because — as discussed 
above — households have a choice between the 
two procedures and their financial benefit from 
filing under Chapter 1 3 is closely related to their 
financial benefit from filing under Chapter 7. 

To calculate financial beneht, we obtained 
exemption levels by state from 1984-1993 for 
equity in owner-occupied homes, equity in ve- 
hicles, and persona! property applicable to fi- 
nancial a.ssets, plus the wild card exemption 
(which can be applied to any asset). The bank- 
ruptcy exemption variable is assumed to 
equal the sum of these exemptions if the house- 
hold owns its own home or the sum of the 
vehicle, personal property, and wild card ex- 
emptions if the household rents. Since most 
states allow married couples who tile for bank- 
ruptcy to lake higher exemptions, we also adjust 
the exemption levels by the appropriate amount 
if the household contains a married couple. If 
the state's homestead exemption is unlimited 
and the household owns its own home, we as- 
sume that the value of the homestead exemption 
equals the value of the household’s hc>nie.‘^ Six- 
teen .states also allow their residents to choose 
between the state’s exemption and a uniform 
federal bankruptcy exemption. For residents of 
these states, we use the larger of the state or the 
federal exemption.*’* 

The other variables needed to calculate net 


''This assuiiies that households uikc advaniage of rhe 
various bankrupicy exemptions hy converting assets from 
none.xempt to u.xempt categories where possible. 

(n the 1978 Bankruptcy Code. Congress tKlopied a 
umforin federal bankruptcy exemption, but permiued states 
lo opt out of the federal exemption by adopting iheir t)wn 
exemptions All staiCN had done so by I98.T hut abtmt 
onc-lhird of the stales allow their residents to choose be- 
tween the state iind the federal exemptions. Since rhe etirly 
I980's. the pattern has been that states change their exemp- 
tion levels only rarely — mainly to etMTcct nominal cxenip- 


financial benefit, and VV,^, are taken from the 
PSID. The PSID asks questions concerning the 
amount of unsecured debt and the value of 
nonhousing wealth only as part of the wealth 
supplements, which were conducted in 1984, 
1989, and 1994, but it asks the value of housing 
equity every year. We use 1 984, 1 9K9, and 1 994 
data on unsecured debt to con.struct for each 
of the years 1984-1988, 1989-1993. and 
1994-1995, respectively. Household Ts wealth 
in year f, equals the value of housing 
equity in year i plus the value of nonhousing 
assets from the most recent wealth survey prior 
to year t. The fact that data on unsecured debt 
and nonhousing assets are only available in 
five-year increments means that our measure of 
financial benefit is subject lo measurement 
error. * ‘ 

We include both financial benefit and finan- 
cial benefit squared as regressors in our mi^del 
of the bankruptcy tiling decision in order to test 
for potential nonlineaniies in the effect of fi- 
nancial benefit on the bankruptcy decision. 

B. Adverse Events 

The nonstraiegic view of bankruptcy is that 
households do not plan in advance for bank- 
ruptcy and do not respond to financial gain in 
deciding whether to file. Instead, they file in 
response to unanticipated adverse events which 
reduce their ability to repay their debt.s. We 
would like to test the nonstrategic model of 
bankruptcy against the strategic model just dis- 
cussed. A strict interpretation of the nonstrate- 
gic model implies that income should be 
negatively and significantly related to the prob- 
ability of filing for bankruptcy, because income 
measures ability to repay debt. But financial 
benefit should not be significantly related to the 
probability of filing, becau.se households’ finan- 
cial benefit from filing depends only on their 
wealth and not on their incomes. Conversely, a 
strict inteipreiation of the strategic model implies 


lion levels for inlfation. Because of this, we neat the 
cxemplion levels as exogenous 

" .See our working paper. Fay ec al. (1998). for tiiscus- 
sion of how nieitsoromcnt error might huis nur Hntiings tU' 
the marginal effecl of changes in financial benefit tin house- 
holds' probability of filing for bankruptcy and a test for the 
effect of nteasurement error. We find that measutemem 
error does not significantly affect our results. 
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that the financia! benefit variable should be pos- 
itively and significantly related to the probabil- 
ity of filing for bankruptcy, but income should 
not, because income is unrelated to the financial 
gain from bankruptcy. ITius a regression of income 
and financial benefit on whether households file 
for bankruptcy should allow us to distinguish 
between the theories. 

However, misrneasurement of wealth is 
likely to prevent us from cleanly distinguishing 
between the two theories. As discus.sed above, 
our measure of financial benefit relies on wealth 
data which is only collected at five-year incre- 
ments. Since current income acts as a proxy for 
the change in wealth since the la.si rime the 
PSID collected wealth data, a finding that in- 
come is significantly related to the probability 
of filing for bankruptcy could support either 
theoiy. 

In our base-case specification, we include as 
regressors household /'s income in year f I 
and the reduction in household /’s income be- 
tween year i - 2 and year t — I if income fell, 
or else zero. We also estimate a version of our 
model that excludes the income variables, but 
include.s direct measures of whether adverse 
events occurred. 

C. L/jcal Trends 

We also test whether households' bankruptcy 
tiling decisions are influenced by the aggregate 
bankruptcy filing rate.s in their localities in the 
previous year. As discussed above, there are 
differences in the way bankruptcy law is admin- 
istered and practiced across bankruptcy districts 
which make filing persistently more atiraciive 
in certain districLs. Becau.se we include state 
fixed effects In our regressions, persisieni dif- 
ferences between the district and the national 
filing rates will be captured by the stale fixed 
effects, except to the extent that districts' filing 
rates differ from their states’ filing rates. How- 
ever, an Increase in u district’s filing rate may 
also start an information cascade which causes 
the trend of bankruptcy filings in the district to 
differ from the national trend. A survey of re- 
cent bankruptcy filers by Visa U.S.A., Inc. 


’M-iurst el ai, (1998) show that over 35 percent of 
hve-year vvealih changC' in iho PS!D can bo explained by 
household income, age. education, race, and initial wealth. 
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(1997)tbund that half of them Hrst heard about 
bankruptcy from friends or relatives. Also, re- 
spondents reported that they were very appre- 
hensive about filing for bankruptcy beforehand, 
but found the actual process of filing much 
quicker and easier than they expected. If house- 
holds live in a district with a higher bankruptcy 
filing rate, then they are more likely to hear 
firsthand about bankruptcy from friends or rel- 
atives becau.se the latter are more likely to have 
filed. Their friend.s/reiatives will probably tell 
them that filing for bankruptcy is quick and 
easy. This information will tend to make house- 
holds more comfortable with the idea of bank- 
ruptcy. .so that the level of bankruptcy stigma 
falls and individual households' probabilities of 
filing ri.se. Higher filing rates then continue the 
process of shitting attitudes toward a more fa- 
vorable view of bankruptcy. 

We test for local trends in the bankruptcy 
filing rate by entering the aggregate filing rate in 
the household's bankruptcy district the previous 
ycar.'^ Because we also include state and year 
fixed effects in our regressions, the coefficient 
of the lagged aggregate bankruptcy filing rale 
tests whether households are more likely to file 
for bankruptcy if they live in districts with 
higher aggregate filing rates, controlling for per- 
sistent differences across states in bankruptcy 
filing rates and for the national trend in bank- 
ruptcy filing rates. A significant coefficient on 
the lagged bankruptcy filing rate in the district 
could reflect local differences in the level of 
bankruptcy stigma or local differences in the 
administrauon of bankruptcy law that make the 
district differ from the state, or could reflect the 
influence of information cascades. 

D. Other Variables 

We include a vector of demographic vari- 
ables which may be related to househokLs’ de- 
cisions to file for bankruptcy. These are the age 
and age squared of the household head, the 
head’s education level, family si/e, whether the 
household owns its own home, and whether the 
hou.sehold head or spouse owns a business. The 

‘ ■ Bankruptcy court districts arc the same as fedcrai 
district errurt districts. There are 90 individuai biuikruptcy 
court districts, with one to four districts in each stale. We 
are grateful to Ted Eisenherg for providing u.s with a pro- 
gnuii which assigns counties to federal coim districts. 
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prohabiliiy of filing for bankruptcy is likely to 
be increasing in the head's age since age brings 
increasing access to credit, but eventually the 
effect should reverse as households accumulate 
wealth and demand less credit. The predicted 
effect of being a homeowner is ambiguous. 
Households that have home equity greater than 
the homestead exemption have an incentive not 
to file because they must give up their homes in 
bankruptcy. However homeowners who have 
fallen behind on their mortgage payments can 
benefit from filing for bankruptcy, since filing 
delays foreclosure. The business ownership 
variable is particularly of interest since those 
who own businesses presumably have greater 
variance of wealth and are less risk averse than 
households in general. Both of these factors 
tend to increase the probability of filing for 
bankruptcy. In addition, owners of failed busi- 
nesses have a panicularly strong incentive to 
file, because business debts are discharged in 
bankruptcy along with unsecured perstmal 
debts. We expect households that own busi- 
nesses to be more likely to tile for bankruptcy. 

As an inverse proxy for legal fees in filing for 
bankruptcy, we include the number of lawyers 
per 1,000 population in household Ts slate of 
residence in year r, Where there are more law- 
yers per capita, there is likely to be more com- 
petition among lawyers and more advertising of 
bankruptcy by lawyers, both of which cause 
legal fees and the costs of becoming infonned 
about bankruptcy to fall. The lawyers per capita 
vanabie is predicted to be positively related to 
the probability of filing for bankruptcy. 

We also include several state- or county-level 
variables: the change in average Income in 
household i's state of residence between years 
t - ! and /, the standard deviation of income 
per capita in the state (calculated over the period 
1980 to 1995). and the unemployment rate in 
household /'s county of residence in year f. 

'’*The bankruptcy court filing lee is unitorni across the 
country hut varies over time, so that it is captured by the 
year fixed effecis Antither cost of tiling for bankruptcy is 
the loss of future access to credit. We assuine that this cost 
is proxied by household demographic characteristics and by 
aggregate market conditions. Because markets lor nxrrt- 
gages and consumer crcrlit are national, we assume that 
fiiiyre borrowing costs do not dilfer across kKalities. (Sec 
Staten 1 199,1 j tor a survey of bankrupts which showed that 
73 percent were able to obtain credit within a year after their 
bankruptcy filings,) 


Table I — The Pt-KCL.MAGi- or Houskholds ritAT FiL(i> 
FOR BANKRl.nX'Y BY YhAR 


Year 

All U S hou,sch<»ld,s 
{percent) 

HSID sample 
(percent) 

19S4 

0.3 3 

0.09 

1985 

0.39 

0-.34 

1986 

0.51 

0.21 

1987 

0.55 

0.10 

1988 

0 60 

0.33 

1989 

0.66 

0.37 

1990 

0.77 

0.4! 

1991 

0.93 

0.31 

199’ 

0.94 

0 39 

1993 

0,<S4 

0.33 

1994 

0.80 

0.42 

1995 

0.88 

0,4! 


Sources: The number of U S. nonhusiness bankruptcy fil- 
ings conics Ironi the .Administrative Office of the U.S. 
Courts and the lUimher of U S households comes from the 
Sui/Liiral Ahsifxa / t>J rl/r Uniied Siaics (\J.S. Department of 
C(>fiiincrcc. 1997) 

These variables capture differences in macro- 
economic conditions across bankruptcy districts 
or unobserved changes in wealth or other vari- 
ables that affect the bankruptcy decision and are 
correlated with state or district economic activ- 
ity. Finally we include slate and year fixed 
cficcis. '' 

IV. Results 

Table I gives the percent of households that 
filed for bankruptcy each year from 1984 to 
1995 for both our sample and for U.S. house- 
holds overall. It should be noted that our sample 
contains only 254 bankruptcy filings. Over the 
period 1984-1995, the national bankruptcy fil- 
ing rate rose from 0.33 percent to 0.88 percent, 
with most of the increase coming in the I980's. 
While the correlation between the national 
bankruptcy filing rate and the PSID filing rate is 
0.67, the PSID filing rate is only about half as 
high as the national raie.’^' 

We could not include other legal variahlex. such as 
whether household /‘s state prohibits wage gtunishmenl. 
because few states changed their garnishment rules during 
our period. The effects of sfate-level legal rules and othei 
differences across stales arc captured by the state fixed 
effects. 

‘^Applying the analysis of J. A, Hausman et ai, (1998) 
to our data implies that, if the number of households who 
reported no bankruptcy but actually went bankrupt is small 
relative to the numher of households that actudly did not 
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lAllLt. 2— Ttif. PtRCfcNTAGE Of HO(JSf->!OLDS TH.M WoULU BhNEtll FINANCIAL! Y 

FROM Filing for BANKRUPfcv 


Financial gain (/'juSeu,,) 

1984 

1989 

1994 

All years 

Greater than SO (percent) 

17.9 

18.6 

16.8 

18.5 

Greater than S2,.S0() (pciceni) 

10.6 

8.8 

11.8 

10.0 

Greater than .Si 0.000 (percent) 

3 1 

2.5 

4.8 

3.1 

M edi ;m 

-$27,000 

-S29.0(K> 

$34,000 

-526.000 

Mean 

-$145,000 

-$160,000 

-SI 62.000 

-.S 144.000 


Nines: Finlien^, equals (he value of household i’s debl (hat would be dischargetl if it filed for 
bankruptcy in ytsir i minus the value of household /’s nonevempt asset', in year i. FinBe/i;, 
nmsi be nonncgntive. All dollar values are in 1996 dollars. 


Table 2 gives information concerning the dis- 
tribution of households' hnanciai benefit from 
bankruptcy {FinHenj^) for the years in which 
the PS ID collected wealth data ( 1 984, i 989, and 
1994). About 18 percent of households would 
gain hnancially if they hied. About 10 percent 
of households would gain $2, .500 or more and 
therefore have a substantial incentive to lile. 
Overall, a much larger proportion of households 
has a hnanciai incentive to file for bankruptcy 
than actually hies each year. Of the household.s 
that would not gain from (iling for bankruptcy, 
many have no unsecured debts and no nonex- 
empt assets. These results are similar to those 
found by White (1998a) in calculations using 
the 1992 vSurvey of Consumer Finance, which 
contains much more detailed wealth data. 

Table 3 gives summary statistics. 

Regression I in Table 4 gives the results of a 
probit regression that explains w'heiher house- 
hold i hied for bankruptcy in year i as a func- 
tion of Hnanciai beneht, financial benefit 
squared, and other variables.'^ The coefticieni 


file fur tuinkrupfcy. i! prcsuniahly is in ourdaia, iheii ihe 
underreporting of bankruptcy itiings will lead to a slight 
dow'fuvru'd bi.i'. in our eNiimaicd cocfticjenr.s. 

’’.See Robert Moftiu (1981) and Qrley Ashenfellcr 
( 198?) for discuvsion of the problems of cstinntling individ- 
ual households' piuiicipation in social programs when par- 
ticipation is voluntary, but the program imposes an implicit 
tax on the earnings of those who choose to partieipate. 
However, the bankruptcy filing decision differs from the 
decision to participate in income malnienanec programs 
since (iling for bankruptey under Chapter 7 docs not impose 
a rax on debtors' future earnings. Filing for btinkruptey 
under Chapter 1 3 docs impose a (ax on future earnings, but 
the tax rate varies anrf is strongly influenced by debtors’ 
option to tile under Chapter 7. 


of FinBeHj,. the net financial beneht of bank- 
ruptcy, is positive and highly statistically sig- 
niheant {p < 0.00 1).‘^ The coefficient of 
Finlieiij, is small and negative, but is also sta- 
tistically sigmficani (/> ^ 0.010).’"’ The posi- 
tive sign and statistical significance of FinBenn 
provides strong support for the hypothesis that 
household.s respond to financial incentives in 
making their bankruptcy decisions. The lagged 
aggregate bankruptcy filing rate in the hou.se- 
hold’s district is positive as predicted and slu- 
tisiicaliy significant (/7 = 0.023). We discuss 

the marginal effects of these variables in the 

2U 

next section. 

Both household income and the reduction in 
income are negatively related to the probability 
of filing for bankruptcy and statistically signif- 
icant {p < 0,001 for both). Because income 
and the reduction in income could be acting as 
proxies for unmeasured changes in wealth for 
the years in which the PSID did not collect 


’’^Standard errots arc corrected u.sing the HuberAVhiie 
procedure, which allows error terms (or the same individual 
lo be correlated over time. 

‘‘^The negative cocflicicm rrf EinLicn ',, probably results 
from the fact that a few households in (he data sei did not 
tile for bankruptcy despite having very );uge positive Hnan- 
ciai benefit 

Wc would have liked lo lake advantage of the pane! 
a.speci of ourdaia by dilfercncmg out the individual-specific 
component of the bankruptcy decision. But running a dis- 
crete choice model with individual fixed or rundom effects 
can be extremely problematic (see W'diiam Greene. 1993). 
Cary Chamberlain ( 1980) suggested a method for estimat- 
ing a conditional likelihood logii with individual fixed 
effects, in which only within individual variation contrib- 
utes to the likelihood. But because relatively few house- 
holds hie for baiikruptcY. this methoil is not weii suited to 
our data. 
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TABf I-, .1 — VaRIAHLL Mian'S {T)R uif RSID 
Hankri.utCy Saviplj- 


Viiriabie 

Mean 

value 

Standard 

deviation 

Financial benefit 
{EmHcn,.) 

-.SI 46.000 

608.000 

Financial bencfi( 

(il EinRen-, > 0) 

S7.fi t.1 

27.600 

Debis (if Einlicn,, > 0) 

S9.429 

3 1 .800 

Nonexempi asseiv 
{if EinBcn,, 0) 

S.NfiS 

15.000 

Lagged ba;)krupicy rate 

0.02312 

0.0 1 3cS 

Household labor income 

S 27.570 

.37.100 

Reduction in income 

- S3.438 

15.300 

Aae of household head 

47.26 

1700 

Yciifs Of etiucitiion of 
household head 

12 27 

4.68 

F'amilv size 

2 66 

L48 

Own business"' 

0.123 

0.329 

Own home*' 

0,656 

0,475 

Lawyers per capita 

0.286 

0,0938 

Stale income iiiowih 

0,058 

0.029 

Slate income ilev talion 

4 06 

0 956 

Head divorced during 
previous ) ciir'’ 

0 034 

0.181 

Unentpioymem during 
previous yeai'' 

0,042 

0,202 

Health problems during 
previous year"' 

0,071 

0.257 


Noie.s.- The lajjgL'il bankruptcy rate is (he aggregate b;tfik- 
ruptcy filing rate in hi,iuschul(i i's hankrupicy disiritt m (he 
previous ye;u. The rccluclion in income ct|tmls (he iunount 
lhat household i's income fell from year i - 2 lu year i - 
I. if income leil. or else zero Lasvyers per capua is (he 
number of lawyers per capita in household Ts siaie of 
residence in year i. Stale income deviation is (he siandiird 
deviation of average income in household i\ siaie of resi- 
dence. cidculaled over ihe period l‘^80-[y*->5, 

“ Indicates a dummy viiriahie (yc-s •- )} 

wealth data, these results do not allow us to 
distinguish between the strategic versus the 
nonstrategic models of’ the bankruptcy decision. 
Of the demographic variables, the age of (he 
household head, age squared, the head’s educa- 
tion level, and family si/e are all statistically 
significant and all have the predicted signs. 

The dunuTty variable for whether the hou.se- 
hold owns its own home is negative and mar- 
ginally significant (p = 0. 080). The dummy 
variable for owning a business has (he expected 
positive sign, but is not stati.slicaily significant. 


’’ Domowii/ and .Sariain ( iy9*)) also found that home- 
owning was negalively related (o (he bankrupicy filing 
decision. 


The number of lawyers per 1 ,000 population in 

households' state of residence- our proxy for 

legal costs — is negative rather than positive as 
predicted, hut not .significant. None of the mac- 
roeconomic variables that we included as addi- 
tional controls were statistically significant. 

Regression I imposes the restriction that the 
two components of Fin Hen, ^ and FinHen;^, 
unsecured debts that would be discharged in 
bankruptcy and nonexempt assets that must be 
given up in bankruptcy, must have coefficients 
of the same absolute value but opposite signs. In 
regression II, we relax this restriction. We there- 
fore drop FinHen-i and FinSenf^ from the 
model. We replace them with debts for house- 
holds that have positive financial benefit from 
bankruptcy, or else zero, and nonexeinpt assets 
for households that have positive financial ben- 
efit from bankruptcy, or else zero. [See equation 
(I). 1 We also include debts .squared, nonexempt 
assets squared, and an interaction term between 
debts and nonexempt assets. If debts and non- 
exempt assets affect the bankruptcy decision 
equally, then the predictions are that the coef- 
ficients of debts and nonexempt assets will be 
equal in magnitude but opposite in sign, the 
coefficients of debts squared and nonexempi 
assets squared will be equal in magnitude and 
the .same sign, and the coefficient of the Inter- 
action term will be twice as large and of the 
opposite sign as the coefticienis of debts 
squared or nonexempt assets .squared. 

The results are given in regression 11 of Ta- 
ble 4. They show that the coefficient of debts is 
positive as predicted and statistically signih- 
catu, but the coefficient of nonexempt a.ssets i.s 
positive — rather than negative as predicted — 
and insignificant. We can marginally reject the 
null hypothesis lhat the two coefficients have 
the same value but opposiic signs using a Wald 
test {p = 0.082). It should be noted lhat the 
coefficient of debt,s in regression II is similar to 
(he coefficient of FinHen,, in regression ! 
(4.76c'''^ versus .S.66c ''). The coefficient of 
debts squared Is negative and statistically sig- 
nificant and the coefficient of nonexempt assets 
squared is also negative, but not significant. We 
cannot reject the null hypothesis that the two 
coefficients are the same {p = 0.335). Finally, 
the interaction term is negative as predicted, but 
in.significani. We cannot reject the null hypoth- 
eses that —2 times the coefficient of the inter- 
action term equals the coefficient of debts 
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1 AFiLb 4 — Rr,SULTS EXPLAINING WllLTHI.R HULSKMOLDS FILE FOR BaNKKUFTCA 



1 


n 



ill 

Variable 

Cocfticcent 

Standard 

error 

Coefticieni 

-Standard 

ern>r 

Coeflicieni 

Standard 

eiTin 

Constant 

-2.24 

0.34 } 

-2.23 

0.341 

- 1.93 

0.324 

Financial benefit 

66 X 10 

1-13 X 10 - 

_ 

— 

3.6! X 10 

' l.!4 X 10 ' 

(Financial benefitr 

-i .04 X 10 

4.04 X 10 

__ 

— 

-1.03 X !() 

" 4 00 10 

Debts (if FinHcn,, > 0) 
Nonexempt as.sets 



4.76 X 10 " 

1.05 X 10 



(if Finlh-u;, > 0) 

— 

— 

1.39 X fO'^ 

1.18 X !U-‘ 

— 

— 

(Debts)" 

— 

— 

“7.54 X 10 "’ 

3.32 X 10' 

— 

...... 

(Nonexcmpi assets)' 


- 

-3 27 X 10 ■’ 

4.67 X to 


... 

Interaction term 

— 

— 

-LIO X 10 “ 

1.36 X ur ^ 


~ 

Lagged bankruptcy rate 

>.92 

2.60 

3.84 

2.58 

5,78 

2 39 

Household labor income 

-s 3 4 X 10 

1.42 X HV ^ 

-5 42 X 10' ^ 

1.42 X 10"^ 

_ 

- 

Reduction in inconte 

-2.15 X 10' '• 

6.00 X 10 ’ 

-2 13 X lO'" 

5.97 X 10 ^ 



Age of househotil head 

0.030 

0.014 

0.030 

0.014 

0.018 

0.013 

(Age)- 

-4 SQ X M) 

1-33 X 10 

-4.93 X 10 ■* 

L36 X Hr ‘ 

-3.32 X 10 

'* 1.47 10 •* 

Yetifs of educattun 

-0.029 

0.0 12 

-0029 

0.012 

0.0.37 

0.0! 1 

Family si/:e 

0 038 

0 017 

0 037 

0.017 

0.032 

0 017 

Own business 

0.O3.S 

0.092 

0 038 

0.092 

0,092 

0 09!) 

Own home 

••0.131 

007.S 

-0.125 

0.073 

-0.192 

0,068 

Lawyers per capita 

0.41 3 

0.804 

0.413 

0.808 

- 0.333 

0 797 

County uneiiiploymeni rate 

- U.009 

0.016 

• 0.008 

0.016 

-0.003 

0.016 

Slate income growth 

- 1 .93 

1 19 

- 1 87 

1.19 

-1,84 

i 18 

•State income deviation 

-0.128 

0.09 1 

-0.1.30 

0.091 

-0.134 

0,091 

Divorce 

.... 

— 

_ 

— 

0,228 

0 129 

Period of unemployment 


— 

— 

_ 

out) 

0 123 

Hetilth problems 

Slate fixed effects 

Ycatr fixed eHccts 

yes 

yes 


yes 

yes 


0.092 

yes 

yes 

0,117 


Note.'-’: The sample si/e lor ail regressions is 55.4K7 All legrcssiinis use ihe PSID family weighis .StaiidurJ errors are 
correeied using the Huher/White procedure, which allows error terms lor the same household to he correlated over time. 


squared or nonexempt assets squared (/> = 
0.466 and 0.439. respectively).^ These results 
suggest that debts and assets play different roles 
in the bankruptcy decision. Fur hou.seholds in 
our sample, discharge of debts is the dominant 
financial consideration in the decision to HIc fi>r 
bankruptcy, while the obligation to use nonex- 
empl assets to repay debts plays little role. 

In regression 111. we explore the adverse 
events hypothesis further by rerunning iegre.s- 
sion I, but omitting the income and reduction in 
income variables and introducing dummy vari- 
ables for adverse events which the household 
experienced the previous year: health problems 
for the household head or spouse, spells of 

■ The nui! hypothesi.s of no joint signilitsmcc for deblc 
and nonexempt as'iCts in regrcNsion 11 can be rejeclcd (/? < 
0.001). The null hypo(hesi^ of no joini slgnificunce for 
debb squared, nonoxempi as.seis squared and ihc inicraction 
[cnii can marginally be rejected ip < 0.07«l 


unemployment for the head or spouse (if s/he 
previously worked), and the household head 
being divorced in the previous year."'’^ The re- 
sults show that all three of the adverse event 
variables have the predicted positive .signs, but 
only the divorce variable is close to statistical 
significance {p — 0.077). These results sug- 
gest little support for the nonstrategic model of 
the bankruptcy decision, controlling for the 
level of financial benefit. The coefhcienis of the 
financial benefit variables remain the same as in 
regression 


' Income and the reduciian in income are oniaied be- 
cause they are highly correlated with dl three of the adverse 
events variables. 

'■‘In addition to divorce reducing ability to pay. the 
ct>rrclaiion between divorce and bankruptcy may rclfect the 
fact that divorce lawyers often counsel their clients to tile 
for bankruptcy. 
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Table 5 — Pwldictions 


Variable 

Hypoihcsi^cd change 

Percentage point 
marginal el feet 

Percentage change 
in the filing rale 

Regres.'sion 1 

Financial bcnefii 

+ St. 000 

0 02! 

(O.OO.S) 

7.0 

1997 NBRC proposal 

(sec le.xt) 

0.04S 
{0.01 1) 

15.9 

Cap on hotiicsfeail 
exemption 

(see text) 

-0.0014 

(0.0(M).S3) 

0-46 

Lasged bankruptev 

1 standard deviation 

0.094 

31 

rate 

- 0.00.^4 

(0.047 > 


L.a-st year’s income 
(increase) 

+S10.(K)0 

-0.042 

(0.012) 

-14 

Last year’s income 
(decrease) 

-$10,000 

(){)H6 

(0.02K) 

28.3 

Years of etiiicaiion 

+ ! year 

-0.024 

{O.OIOl 

-8-0 

Age 

-E 1 0 years 

-0()«0 

(0.018) 

-26,-5 

Regression (11 

Divorce 

From 0 to 1 

0.261 

(0.2(K)) 

86.5 


Noies: We compute o;v:h household's estimated probabdily of bankruptcy under the hypoth- 
esi7cd change, holding all other household charaticristics fixed. The marginal effect is the 
change in the probability of bankruptcy for that household. Wc average these marginal effects 
over all househokls. using the PSIt) weights, m get the results reported in the middle column. 
The rightmost column converts these marginal effects into a percentage change in the filing 
rate by dividing by the average probability of bankruptcy for the sample, which is 0.3017 
percent. Figures in parentheses ate fH>otstrappcd standard errors, computed using 1. 000 
repetitions of the sample 

V. Interpretation 

Table 5 gives predicted changes in the prob- 
ability of filing for bankruptcy that result from 
given hypothetical changes in the values of se- 
lected variable.s, using regression I. 

Suppose first that the financial benefit of 
bankruptcy increased by SI, 000 for all hoii.se- 
holds- Then the average household's probability 
of tiling for bankruptcy is predicted to rise by 
0.021 percentage points. Since the average 
probability of filing in our .sample is 0.3017 
percent, the model predicts that the number of 
bankruptcy filings would increase by 7 percent 
per year. Based on 1.3 million bankruptcy fil- 
ings per year in the United States (the figure for 
1 099), this implies that about 90,000 additional 
bankruptcy filings would occur per year. 

i\\ 1997, the National Bankruptcy Review 
Commission proposed the adoption of a uni- 
fomi national bankruptcy exemption for per- 
sonal property of $20,000 for homeowners and 
$35,000 for renters, with both exemptions dou- 
bled for married couples who file for bank- 


ruptcy. Under the proposal, states would still 
have the right to adopt their own homestead 
exemptions, but they could not be less than 
$20.0tX) or greater than $100,000. Suppose 
these proposals went into effect and suppose 
all states adopted homestead exemptions of 
SbO.OOO — the midpoint of the allowed range. 
Rir each household in our sample, we calculate 
the resulting change in the financial benefit of 
filing for bankruptcy and use these figures to 
calculate the change in each household's prob- 
ability of filing. (Note that many househoid.s' 
financial benefit from bankruptcy is unaffected 
by a change in the exemption level, since they 
have few nonexempt assets.) Because more 
households benefit from ihe higher homestead 
or personal property exemptions under the te- 
fonn than are harmed by the loss of homestead 
exemptions exceeding $100, 000, the model pre- 
dicts that the average probability of filing for 
bankruptcy would rise by 0.048 percentage 
points. This increase is highly significant, with a 
bootstrapped standard error of 0.01 1. It trans- 
lates into a 15.8-percent increase in the number 
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of bankruptcy filings, or 205,000 additional 
bankruptcy filings each year. 

The bankmptcy reform bill passed by the 
U.S. Senate in the spring of 2000 (S. 945, “Con- 
sumer Bankruptcy Reform Act of 1999'’) pro- 
posed a more modest change: homestead 
exemptions would be capped at $ 100,000. If we 
assume that this provision went into effect but 
all other aspects of bankruptcy law remained the 
same, then the model predicts that bankruptcy 
filings would fall by 0.0014 percentage points 
or by less than 0.5 percent. As a result, there 
would be about 6,000 fewer filings per year. 
This reform has such a modest effect because 
only 7 percent of households live in stales with 
unlimited homestead exemptions and few of 
these households have dischargeable debt in 
excess of $100,000. 

Now turn to the effect of an increase in ag- 
gregate bankruptcy filings in household /'s dis- 
trict. Suppose a single district in a single year 
experienced an Increase in its bankruptcy filing 
rate equal to one standard deviation of the av- 
erage district filing rale, which is 0.0054. Then 
regression I predicts that the average probability 
of bankruptcy for households that live in that 
district would rise by 0.094 percentage points in 
the follow'ing year, implying that the number of 
bankruptcy tilings in the di.siiict would increase 
by 3 1 percent. These results are consistent with 
local trends occuiring in which increases in a 
district’s bankruptcy filing rate cause attitudes 
toward bankruptcy to become more favorable 
and therefore individual households’ probabili- 
ties of filing rise, 

Now suppo.se average household income 
rises or falls by .$10,000 and consider the effect 
on bankruptcy tilings one year later. The model 
predicts that an increase in income would lower 
the bankruptcy hling rate the following year by 
0.042 percentage points, or 14 percent; while a 
decrease in income would raise the bankruptcy 
filing rate the following year by 0.086 percent- 
age points, or 28 percent. The fall in income has 
a larger absolute effect on bankruptcy filings in 
the following year because it is more likely to 
affect both the income variable and the reduc- 
tion in income variable. An additional year of 
education tor household heads results in a pre- 
dicted decline of 8 percent in the probability of 
bankruptcy, all else equal. If household heads 
were ten years older, their probability of bank- 
ruptcy would fall by 26 percent. Finally, using 


the results of regression III, when divorce oc- 
curs, household heads’ probability of filing for 
bankruptcy is predicted to rise by 86 percent in 
the following year. Thus divorce has a large 
effect on bankruptcy tilings, even controlling 
for financial benefit. 

VI. Condu-sions 

In this paper, we estimate a model of the 
household bankmptcy filing decision, using 
new data from the PSID on bankruptcy filings. 
We test whether households are more likely to 
file for bankruptcy when their financial benefit 
from fifing — equal to the value of debt dis- 
charged in bankruptcy minus the value of non- 
exempt assets that households would have to 
give up in bankruptcy — rises. We find that an 
increase of $ 1 .000 in households’ financial ben- 
efit from bankruptcy is associated with an in- 
crease of 0.021 percentage points — or 7 
percent — in the probability of bankruptcy, and 
the relationship is statistically significant. How- 
ever when we separate financial benefit into 
debts that would be discharged in bankruptcy 
versu.s nonexempt assets that must be given up 
in bankruptcy, we find that di.scharge of debt is 
tlte dominant consideration in households’ de- 
cisions to file. We also assess the impact of two 
proposed changes in bankruptcy exemptions. 
We find that if the 1997 National Bankruptcy 
Review Commission's proposals were adopted, 
(here would be 205,000 additional bankruptcy 
filings each year. In contrast, if the $100,000 
cap on homestead exemptions recently passed 
by the U.S. Senate were adopted, there would 
be only a negligible effect on the number of 
bankruptcy filings. We find little support for the 
alternate hypothesis that households file for 
bankruptcy when adverse events occur. Even 
after controlling for state and lime fixed effects, 
households are more likely to file for bank- 
ruptcy if they live in districts which have higher 
aggregate bankruptcy filing rates, which sug- 
gests that local trends in bankruptcy filings are 
an important determinant of whether house- 
holds file. 

An important limitation of our study is that it 
is ba.sed on a relatively small number of bank- 
ruptcy filings, while alternate hou.sehold data 
sets that include information on bankruptcy 
filings are not available. This lack of data 
has meant that, although Congress has hotly 
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debated bankruptcy reform legislation each of 
the past several years, economists have been 
handicapped in their ability to provide good 
policy advice. Hopefully, belter information 
will be available in the future to study this 
important issue. 
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Investors.com 

“Medical Bankruptcies Hyped Up In Study” 

By DAVID HOGBERG, INVESTOR'S BUSINESS DAILY 
Posted 06/05/2009 07:10 PM ET 


While a new study blames medical factors for an increasing share of U.S. bankruptcies, critics accuse the 
authors of exaggerating, distorting or omitting key facts to advance their policy agenda. 


The study, published in (he American Journal of Medicine, states that the share of medical-related 
bankniptcies has risen in the U.S. from about 54% of the total in 2001 to 62% in 2007. 


But the authors — who make no secret of their support for a single-payer health care system fail to 
mention that the actual number of bankruptcies has fallen sharply over that period, including those 
medically related. Bankruptcies spiked in 2005 to beat a major reforni that it made it harder to Hie. The 
authors only noted that bankruptcies have risen from the post-spike plunge. 


Most mainstream media uncritically repealed their findings. 


"Medical bills are behind more than 60% of U.S. personal bankruptcies," stated a Reuters article on the 
study in a typical example. 


And such studies shape the health care debate on Capitol Hill. Senate Einance Committee Chairman Max 
Baucus, D-Mont.. referred to a 2005 .study by the same authors in a health w'hite paper this year. 


"Medical debt contributes to half of all filed bankruptcies, and affects approximately 2 million people," he 
wrote. 


Dr. Steffic Wooihandler, one of the study’s co-authors, doesn't think health care proposals by Baucus and 
Sen. fed Kennedy. D-Mass., would prevent medical bankruptcies. 
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But, "most of the people in our study would be saved from bankruptcy." if the U.S. switched to a single- 
payer system, where the govemment pays most if not all of medical expenses. 


She based that on the study's finding that 92% ofrespondents claimed they had problems with medical 
bills. But only 29% of debtors blamed such bills for their bankruptcy. 


Woolhandler, a physician at Harvard University, is a founder of the Physicians for a National Health 
Program, a single-payer advocacy group. So is her physician-husband Dr. David Himmelsiein, another 
co-author. The other co-authors are professors Deborah Thorne and Elizabeth Warren. Warren heads a 
congressional oversight panel for thc TARP bailout fund. 


That’s part of the problem says David Dranove, a professor at Northwestern University. 


"What they're trying to claim is that if we had national health insurance, if everyone is covered by a 
federal program, none of these people would be bankrupt." he said. "But there is nothing in this study that 
allows us to draw such a conclusion." 


He says it's not possible to know from the data if the bankinptcies were driven by medical debt or other 
costs such as mortgages, car payments, clothing or entertainment. 


Dranove criticized Woolhandler ei al.’s 2005 study and was paid S5,000 by the industry group America’s 
Health Insurance Plans for his research. 


Woolhandler conceded that they didn't have detailed infonnation on households’ other .spending habits, 
but stated that, "The average value of their home was not very high, so it didn’t appear that they overspent 
on their home." 


In bankruptcies involving medical factors, the average home value was 5141,861 , the study said. 


The average out-of-pocket medical expense for such households was SI 7,943 while the mean household 
net worth for "medical bankrupt" households was -$44,622, the study shows. 
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But, it was not possible to detemiine medical costs' share oftota! household debt because the study did 
not report debt. 


Medical bills at the time of bankniptcy may overstate their importance. People tend to put such bills on 
credit cards. It’s standard practice for heavily indebted people to pay their mortgage, but not their credit 
card balances, because bankruptcy typically wipes out such uasecured debt. 


The authors stressed that health-related bankruptcy filers were middle class. But the study's data showed 
such households' median annual income was just $26,700, not far above the poverty line. 


Also, 2007 was the peak ofthe last ecottomic expansion, so you’d expect to see fewer bankruptcies from a 
lost job or other business cycle reason than in 2001, when the U.S. was in recession. 


•Misdiagnosis? 


Dranove also contends that one can’t know from the study the number of households that would have 
gone bankrupt even without medical expetisSes, tltereby obscuring tlic true scope ofthe problem. 


’’Suppose someone without health care spending went bankrupt in August, but with health care expenses 
goes bankrupt, in June," he said. "Yet that's counted as a medical bankruptcy in their study." 


Also, it may be the illness, not the bills, that pushes people over the financial edge. 


"In many cases where the person gets sick and can’t work, it's not the medical bills that arc the problem, 
but rather the person couldn't work." added Gail I leriot, a professor of law at the University of San Diego. 


In 25% ofthe study's "medical" bankruptcy cases, neither spouse was working. 
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"That's kind ofa 'what if question that's not possible to answer because we can't subtract the medical 
problems these people have,” Woolhandler said. 


The study noted that when people lose their job due to illness, they often lose their health insurance, 
leaving them vulnerable. 


Dranove says new^ research he's conducted shows that those with insurance don’t have much problem with 
medical bills but those people near retirement and are uninsured can lose up to half of their savings due to 
illness. Me says that should be a major call to action. 


But he worries that this study hampers needed reform. 


"Their methods are giving cover to individuals who will not accept that our health insurance system is 
broken," he said. "It allows academics who arc in favor of the status quo to say that the research in favor 
of change is bogus." 


"These articles have been published in top journals and subjected to detailed peer review," Woolhandler 
responded. "1 think whafs going on here is that the credit industry and insurance industry don't like the 
result," 
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The American ~ The Journal of the American Enterprise Institute 
The Medical Bankruptcy Myth 
By Brett J. Skinner 
Wednesday, August 19, 2009 


Filed under: Health & Medicine, Economic Policy, Government & Politics, Numbers 


There is no evidence to indicate that a government-run healthcare system in the United States 
will reduce personal bankruptcies. 


The debate about American healthcare is being influenced by recent controversial research 
claiming to show that nearly two-thirds of personal bankruptcies in the United States resulted 
from uninsured medical expenses or lo.ss of income due to illness. An earlier 2005 edition of this 
research claimed that just over half of personal bankruptcies were due to these “medical causes.” 
The authors of these studies, David Himmcistcin, Deborah Thorne, Elizabeth Warren, and Steffie 
Woolhandler, argue that the problem of “medical bankruptcie,s” would be solved by the adoption 
of a government-run health insurance system like Canada’s. 


The research has been politically persuasive. President Obama himself cited the dubious link 
between medical expenses and personal bankruptcy as part of his rationale for a massive increase 
of government involvement in healthcare. “The cost of healthcare now- causes a bankruptcy in 
America every 30 seconds,” he declared in March. “By the end of the year, it could cause 1 .5 
million Americans to lose their homes.” 


A July 28 hearing of the House Judiciary Committee titled, “Is Our Healthcare System 
Bankrupting Americans?” prominently featured the medical bankruptcy study. More recently, in 
a USA Today column. Speaker of the Hou.se Nancy Pelosi and House Majority Leader Steny 
Hoyer cited medical bankruptcy to justify their healthcare overhaul efforts. 


The idea that large numbers of Americans are declaring bankruptcy due to medical expenses is a 
myJh.Yet the medical bankruptcy study has been soundly refuted by several researchers. This 
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includes critiques published by David Dranove and Michael Millenson in Health Affairs and a 
working paper by the American Enterprise Institute’s Apama Mathur. The idea that large 
numbers of Americans are declaring bankruptcy due to medical expenses is a myth. 


Dranove and Millenson critically analyzed the data from the 2005 edition of the medical 
bankruptcy study. They found that medical spending was a contributing factor in only 1 7 percent 
of U.S. bankruptcies. They also reviewed other research, including studies by the Department of 
Justice, finding that medical debts accounted for only 12 percent to 1 3 percent of the total debts 
among American bankruptcy filers who cited medical debt as one of their reasons for 
bankruptcy. 


As for the notion that greater government involvement in health insurance will reduce 
bankruptcy, it is helpful to compare personal bankruptcy rates in the United States and Canada. 
Unlike the United States, Canada has a universal, government-run health insurance system. 
Following the logic of Himmelstein and colleagues, we should therefore expect to observe a 
lower rate of personal bankruptcy in Canada compared to the United States. 


Research on both sides of the border shows that the majority of debt among bankrupt consumers 
in both Canada and the United States is composed of non-medical expenditures and therefore has 
little to do with health insurance coverage. Yet the evidence shows that in the only comparable 
years, personal bankruptcy rates were actually higher in Canada. Personal bankruptcy filings as a 
percentage of the population were 0.20 percent in the United States during 2006 and 0.27 percent 
in 2007, In Canada, the numbers are 0.30 percent in both 2006 and 2007. The data are from 
government sources and defined in similar ways for both countries and cover the time period 
after the legal retbiTns to U.S. bankruptcy laws in 2005 and before the onset of the 2008 
economic recession. 


This is important, because the 2005 reforms produced U.S. legal standards for bankruptcy filing 
that are now very similar to Canada’s. Before 2005 it was much easier to tile for bankruptcy in 
the United States, making cross-border comparisons prior to the legal changes meaningless. 
Further, in 2008 the United States was harmed by massive systemic home mortgage defaults that 
did not occur in Canada because ofditfercnces in mortgage lending practices. U.S. mortgage 
defaults would have been correlated with increased bankruptcy rates. Therefore, Canada-U.S. 
comparisons in 2008 arc not valid because the data is skewed by other policy differences 
unrelated to health insurance. 
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Aside from universal single-payer health insurance, there are few other significant health, social, 
or legal policy differences between the two countries that could be causally linked to bankruptcy 
rates. Both countries have employment insurance programs that provide income support in the 
event of job loss. In fact, unemployment occurs with roughly similar frequency among 
Canadians and Americans. National unemployment rates in 2007 were 5.3 percent in Canada 
versus 4.6 percent in the United States. 


Researchers found that medical spending was a contributing factor in only 1 7 percent of U.S. 
bankruptcies. Drug insurance is also structured almost identically, so exposure to drug costs is 
similar in both countries. While the entire Canadian population is universally eligible for 
publicly funded insurance for hospital and physician service.s, only about one-third of the 
Canadian population is publicly insured for prescription drugs. In Canada, as in the United 
States, low-income people, disabled populations, and seniors are eligible for separate publicly 
funded drug programs, while most employed people obtain drug insurance as a benefit of 
employment, and the rest of the population pays cash. 


Access to medical care for people who experience long-term unemployment, disability from 
illness, and chronic low-income status is also practically the same in both countries, being 
facilitated by non-profit, publicly funded community health centers and public programs such as 
Medicaid in the United States and government-run systems in Canada. 


The truth is that the majority of debt among bankrupt consumers in both Canada and the United 
States is comprised of non-medical expenditures and therefore has little to do w'ith health 
insurance coverage. 


On the rare occasion that medical debts do partially contribute to bankruptcy, they likely 
accumulate from patients’ demands for the kinds of expemsive, cutting-edge or end-of-life 
treatments that would never be covered by government insurance anyway. It is a fact that many 
of these same types of expensive treatments are increasingly not insured by government 
healthcare in Canada. 


Indeed, if we define medical bankruptcies the way I limmelstein and colleagues did for their 
study in the United States, we find such bankruptcies also occur in Canada. Survey research 
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commissioned by the Canadian government found that despite having a govcmment-run health 
system, medical reasons (including uninsured expenses), were cited as the primary cause of 
bankruptcy by approximately 15 percent of bankrupt Canadian seniors (55 years of age and 
older). 


There is no objective evidence to indicate that a government-run health care system in the United 
States will reduce personal bankruptcies. The U.S.-Canada comparative analysis strongly 
suggests that bankruptcy statistics are being exaggerated and distorted for political reasons. 


Brett J. Skinner is director of bio-pharma, health, and insurance policy at the Fraser Institute and 
is the primary author of a reeently published study, "Health Insurance and Bankruptcy Rates in 
Canada and the United States." He lives in Toronto. 


Image by Darren WamboldCThe Bergman Group. 


VerDate Nov 24 2008 14;36 May 25, 2010 Jkt 056473 PO 00000 Frm 00201 Fmt 6633 Sfmt 6633 S:\GPO\HEARINGS\56473.TXT SJUD1 PsN: CMORC 


2 



196 



American Enterprise Institute 
for Public Policy Research 
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Hearing on “Medical Debt: Can Bankruptcy Reform Facilitate a Fresh Stard” 


Apama Mathur 

Research Fellow and Jacobs Associate 
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Mr. Chairman and Distinguished Members; 

Thank you for inviting me to testify before the Committee on the issue of medical debts 
and bankruptcy reform. In my testimony today, I will explore the role that the current bankruptcy 
code plays in the lives of medical debtors as well as the proposed reforms in the Medical 
Bankruptcy Fairness Act (2009) designed to better address such concerns. This is an issue of 
tremendous importance not only for American families battling illnesses and injuries, but for 
policymakers as they attempt to reform the healthcare system to provide affordable and efficient 
care to patients. 

The urgency to tackle the issue of medical bankruptcies is being largely driven by studies 
claiming that more than 60 percent of all personal bankruptcy filings are caused by medical debt. 
I hope that through my testimony I will be able to dispel the belief that medical bankruptcies are 
such a large fraction of all bankruptcies today. However, whatever the extent of the problem, 
anecdotal evidence of the hardship suffered by families struggling with medical bills and loss of 
jobs is hard to ignore. The question we are concerned with today is whether a reform of the 
bankruptcy code, as put forward in the Medical Bankruptcy Fairness Act, would provide a 
solution to the problem of medical bankruptcies. Do medical debtors need to be treated 
differently within the bankruptcy code than say debtors with credit card debts or mortgages? 
While I believe that the sentiments underlying the Act are understandable, during the course of 
my testimony I will attempt to show that the provisions of the Act may be open to abuse and 
fraud. This could have unintended adverse consequences for debtors that may worsen rather than 
improve the functioning of the bankruptcy system. 

My testimony will first focus on whether evidence supports the essential premise 
underlying the introduction of the Medical Bills Fairness Act which appears to be the much 
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debated surge in medical bankruptcies in recent times. Second, it will explain how the 
bankruptcy code currently affects medical debtors. Third, it will provide details on the proposed 
reform and its practical applicability. Finally, it will explore the possible abuse of the Act based 
on a literature review of the effect of bankruptcy laws on debtor behavior. 

1. Medical Debts and Bankruptcies 

The Medical Bankruptcy Fairness Act is intended as a solution to the problem of rising 
medical bankruptcies. While I applaud the goals underlying the Act, I also believe that it results 
from a mis-diagnosis of the problem. The essential premise of the Medical Bankruptcy Fairness 
Act of 2009 is that today medical debts are the leading cause of consumer bankruptcy filings in 
the U.S. and therefore medical debts need to be addressed differently from other debts. Flow 
valid is this supposition? 

The American Bankruptcy Institute provides statistics on consumer bankruptcy filings for 
the U.S. since 1980.' The data show a rise in filings from about 1.2 million in 2000 to 2.0 million 
in 2005. In 2006, filings dipped to 597,000 presumably due to the Bankruptey Abuse Prevention 
and Consumer Protection Act of 2005 which instituted a means-test provision by which only low 
income filers could file for bankruptcy and discharge their (unsecured) debts. In 2008, 
bankruptcy filings have again crossed a million. What fraction of this is due to medical debts? 

Data on medical debts is available from the Survey of Consumer Finances (SCF).^ The 
SCF survey samples approximately 4500 households every three years to assess families’ 
financial situations and provides a picture of their debt and asset levels. The households are 

I 

http://www. abiworId.org/ AM/ AMTemp!ale.cftTi?Section=Home&TEMPLATE=/CM/ComentDisplay.cfm&CONTE 
NTID=57826 

^ http://www.federalreserve.gov/pubs/oss/oss2/scfindex.html 
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randomly selected to avoid biased results. A look at the latest SCF data (2007) shows that 
medical indebtedness has not changed significantly over the past decade or so. The SCF includes 
medical debts with other debts incurred for “goods and service:?”, including credit card debt. 
These debts have risen marginally from 5.5 pereent of all debt in 2001 to 5.8 percent in 2007.^ 
The SCF shows that this change is mainly being driven by rising credit card debts where the 
average value has increased from $4800 to $7300 (Medical debts are excluded from the credit 
card debt category). Since there is no significant change in the proportion of medical debt as a 
fraction of all debt, it is hard to conclude that medical debts are responsible for an increasingly 
large fraction of bankruptcy filings. A paper by Bucks (2008) analyzing the SCF data for 1989- 
2004 shows, in fact, that the number of families reporting any medical debt has declined from 
3.6 percent in 2001 to 2.8 percent in 2004. The same paper also shows that medical debts as a 
fraction of all debts have remained steady at 0.3 percent between 2001 and 2004.’ 

The literature on bankruptcies and medical debts can methodologically be divided into 
two streams, one that has focused on survey data and the other on empirical regression analysis. 
For instance, relying on surveys of 1032 bankruptcy filers, Himmelstein et al. (2009) conclude 
that approximately 62 percent of all bankruptcies in 2007 were “medical.”’ Their earlier study 
(Flimmelstein et al. (2005)), based on a 2001 survey of 1000 filers, concluded that approximately 
46 percent of all bankruptcies had medical causes.’ Note that in both studies, “medical” refers to 
all sorts of medical reasons for a bankruptcy filing, not just medical debts. These include lost 

^ The largest categories of debt are mortgages artd vehicle loans. 

* http://www.iariw.org/papers/200S/bucks.pdf 
’ Data for 2007 are not available from the paper. 

‘ Himmelstein, David, Warren, Elizabeth, Thome, Deborah and Woolhandler, Steffie (2009), “Medical Bankruptcy 
in the United Stales, 2007: Results of a National Study”, The American Journal of Medicine, available at: 
http://pnhp.org/new_bankniptcy_study/Bankraptcy-2009.pdf 

’ Himmelstein, David, Warren, Elizabeth, Thome, Debor^ and Woolhandler, Steffie (2005), “Illness and Injury as 
Contributors to Bankruptcy”, Health Affairs (Web Exclusive), 2 February 

4 


VerDate Nov 24 2008 14:36 May 25, 2010 Jkt 056473 PO 00000 Frm 00205 Fmt 6633 Sfmt 6633 S:\GPO\HEARINGS\56473.TXT SJUD1 PsN: CMORC 



weeks of work due to own illness or spouse’s illness, as well as when the debtor said that a 
medical problem of a family member caused the bankruptcy filing. The idea that medical 
bankruptcies are on the rise comes essentially from these two studies. In the Appendix to this 
testimony 1 discuss methodological problems with these studies that may lead to biased results. 
However, even if we take their estimates at face value to calculate the fraction of medical 
bankruptcies in total bankruptcies, the number of medical bankruptcies has in fact declined from 
667,933 (46 percent of 1,452,030) in 2001 to 510,005 (62 percent of 822,590) in 2007. Hence 
there is little to suggest that there has been a surge in medical bankruptcies that warrants a big 
change in the bankruptcy code. 

Most other studies in fact suggest a minimal role for medical debts in bankruptcy. The 
closest comparable survey to the Himmelstein et al. studies is a study of bankruptcy filers by the 
Department of Justice’s Executive Office of the United States Trustee (USTP). The USTP 
examined the records of 5,203 bankruptcy cases filed between 2000 and 2002, the most thorough 
study of the problem to date of those who actually filed bankruptcy. It reported that 54 percent 
of the cases in the sample listed no medical debt, meaning that the median amount of medical 
debt in the study was zero. Medical debt accounted for 5.5 percent of total general unsecured 
debt and 90.1 percent of filers reported medical debts less than $5,000. 

A more nationally representative survey is the Panel Study of Income Dynamics (PSID), 
which is a longitudinal survey tracking households since 1968.* In 1996, the PSID asked 
respondents whether they had ever filed for bankruptcy between 1996 and 1984, and if so, what 
were the primary, secondary and tertiary reasons for filing from a given a list of possible reasons, 
which included medical bills, job loss, injury or illness, etc. This is the most definitive survey so 

® http://psidonline.isr.umich.edu/ 
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far in terms of determining the proximate cause of a bankruptcy filing. The largest contributor to 
bankruptcy filings was high credit card debt. Nearly 42 percent of respondents reported high 
credit card bills as the primary reason for filing, while an additional 9 percent claimed it as the 
secondary reason for filing. Other big reasons were job loss (13 percent) and divorce or 
separation from spouse (12 percent). Only 9 percent of the sample claimed medical bills as the 
primary reason for filing, and 7 percent claimed it as a secondary reason. 

By their very nature, survey data are unable to account for a host of other factors that 
might help explain why households file for bankruptcy. For instance, factors like average 
household wealth and income, state-level factors such as bankruptcy exemptions and 
unemployment rates, and household expenditures such as rent and taxes could each play a 
significant role in a household’s decision to file for bankruptcy. The standard methodology in the 
economics literature for accounting for all of these factors is multivariate regression analysis. 
With regression analysis, it is possible to study the effect that each factor has on the probability 
of filing for bankruptcy while holding the effect of all other variables constant. This is the only 
way that one can establish causation, rather than correlation. In other words, only when we use 
regression analysis to control for the effect that each of the other factors has on a bankruptcy 
filing can we be sure that medical debts cause bankruptcy filings. 

A 1999 study by Ian Domowitz and Robert Saitain in the Journal of Finance uses exactly 
this approach. The authors examined 827 households who filed for bankruptcy in 1 980 matched 
against 1,862 households not in bankruptcy. Accounting for prevalence of various sources of 
debt, Domowitz and Sartain found that “the largest single contribution to bankruptcy at the 
margin is credit card debt.” 
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In an AEI Working paper that I wrote, I estimated a model of the household bankruptcy 
filing decision, using PSID data for the period 1994-1996 and a three year panel covering the 
years 1984, 1989 and 1 994 respectively.’ The main aim in the paper was to test whether medical 
debts can be ascribed as the leading cause of bankruptcy filings. The results from my paper do 
not support the view that medical debts are the leading cause of bankruptcy filings. In fact, 
households who are most likely to file are those with primarily other forms of debt, such as 
credit card or car debts, who also incur medical debts. From my estimates, it appears that a 10 
percent increase in medical debts, as occurred over the period 200 1 -2007, could account for a 27 
percent increase in bankruptcy filings over the same period, among filers with predominantly 
medical debts. 

To summarize this section, there is little in the literature to suggest that medical 
bankruptcies account for more than 50 percent of all bankmptcies. Therefore, if that is the 
essential premise of the Medical Bankruptcy Fairness Act, then the foundations of the Act are 
built on shaky grounds. 

II. Current Bankruptcy Code and Proposed Reforms 

How does current bankruptcy law affect medical debtors? Under current law, debts 
incurred for medical treatments are completely dischargeable under Chapter 7 of the bankruptcy 
code. This includes services provided by doctors, hospitals, dentists, chiropractors, physical 
therapists and other medical providers. In addition to medical debts. Chapter 7 also eliminates 
other unsecured debts such as credit card debts and personal loans. Therefore individuals who 
have piled up high medical debts on their credit cards can get that debt discharged as well. The 

’ ‘'Mathur, Apama (?006), “Medical Bills and Bankruptcy Filings,” AEI Working Paper 
http;//www.aei.org/paper/24680 
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advantage of a Chapter 7 bankruptcy is that debtors can retain some or all of their property and 
shield it from being used to repay creditors at the time of a bankruptcy filing. The value of assets 
that they can protect depends upon the exemption level in the state of filing. Exemption levels 
can range from a few thousand dollars to more than $100,000. 

The Bankruptcy Abuse Prevention and Consumer Protection Act of 2005 instituted a 
means-test provision by which only filers with incomes below the median income in their state 
could file for bankruptcy and discharge their (unsecured) debts under Chapter 7. All other filers 
have to file under Chapter 13. This enables individuals to pay back medical debts and other 
unsecured debts over a three- to five-year period, without additional interest or penalty fees. In 
most cases, the payments will be based upon what the individuals can afford, rather than what 
they owe. 

Therefore, even under the current system, medical debtors can get relief from their debts 
by filing for bankruptcy either under Chapter 7 or Chapter 13 since this is unsecured debt. 

The Medical Bankruptcy Fairness Act of 2009 will reform the current system in the 
following ways. First, the Act would amend Section 101 of the Bankruptcy Code, which is more 
commonly known as the definitions section. Section 101 would be amended to add the definition 
of a “medically distressed debtor” as a debtor, or a dependent of the debtor, who has in excess of 
the lesser of 10 percent of the household income or $10,000.00 of medical debt (which was not 
covered by insurance) in a twelve month period in the last three years or lives in a household 
with a person who was out of work for four weeks in the last twelve months due to medical 
reasons. 
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Second, it would allow these medically distressed individuals to claim an exemption 
against their home of $250,000. This would override any state homestead exemptions that would 
typically vary &om a low value of $5000 to more than $ 1 00,000. 

Third, it would remove the requirement for medical debtors to undergo credit counseling 
prior to filing for bankruptcy. 

Finally, it would also remove the means-testing requirement for medically distressed 
debtors. In other words, all individuals defined as being medically distressed debtors could file 
under Chapter 7, even if their mean income was above the median income in their state. 

While the purpose of the Act is to make the bankruptcy process easier and more efficient 
for medical debtors, there are several unintended consequences and problems with the proposed 
reforms to the bankruptcy code that I outline below. 

(I) Definition of medically distressed debtor 

The definition of a medically distressed debtor is open to abuse and fraud. By definition, a 
medically distressed debtor is anyone who incurred debts of the lesser of $10,000 or 10 percent 
of income at any time within a twelve month period in the three years prior to the filing. To see 
what this implies for the actual level of medical debts, it is helpful to look at a typical 
distribution of bankruptcy filers by income level. A study of the distribution of bankruptcy filers 
by income in 2000-2002 showed that more than 85 percent of filers had aimual incomes less than 
or equal to $48,000, with almost 60 percent earning between $24,000-$36,000.''’ This means that 

Marianne B. Cuihane & Michaela M. White, Taking the New Consumer Bankruptcy Model for a Test Drive: 
Means-Testing Real Chapter 7 Debtors, 1 AM. BANKR. INST, L. REV, 27, 37-38 (1999); Ed Flynn & Gordon 
Bermant, Bankruptcy by the Numbers: Chapter 7 Asset Cases, AM. BANKR. INST. J., Dec. 2002-Jan. 2003 

9 


VerDate Nov 24 2008 14:36 May 25, 2010 Jkt 056473 PO 00000 Frm 00210 Fmt 6633 Sfmt 6633 S:\GPO\HEARINGS\56473.TXT SJUD1 PsN: CMORC 



205 


if the average filer spent about $2400-54000 on medicines or medical care in any year, then they 
would qualify for a medical bankruptcy. This seems like a relatively low level of debt 
considering that the same study shows that credit card debts average approximately $20,000 for 
this group of low-income borrowers. In the worst case scenario, this could create perverse 
incentives for households since by accumulating a relatively lower level of medical debt, they 
could take advantage of the high exemptions and the debt discharge provisions of Chapter 7 to 
get rid of their high credit card debts. In fact, it might even tempt households to accumulate other 
types of debt prior to the filing, since they are eligible for debt discharge under Chapter 7. 
Therefore, by allowing debtors to file as medical debtors irrespective of whether medical debts 
are actually driving the household to bankruptcy, the Medical Bankruptcy Fairness Act would 
essentially be providing relief from credit card debt rather than medical debts." 

A second problem with this definition is that it imposes huge informational requirements 
for a bankruptcy filing. For an attorney to establish a debtor as a medically distressed debtor, 
they would have to go back three years in either their, or one of their dependent’s, medical 
history and determine that at any one time during that three year period, was there a specific time 
when the debtor or one of their dependents had more than $10,000.00 outstanding in medical 
debt which was confined to a twelve month period. Then, they would have to determine whether 
the debtor had insurance, and what bills, if any, were either paid by insurance or not. It is 
extremely hard to imagine that debtors would be able to provide such detailed medical bills for 
themselves as well as their family, along with all the insurance documentation. 

(2) No Means Testing 


' ' http://weber.ucsd.edu/~miwhiteAJTlUaw-review~tinal.pdf 
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The means test incorporated into the bankruptcy code in 2005 was designed to limit the use 
of Chapter 7 bankruptcy to those who truly cannot pay their debts. In effect, it limits the ability 
of high income filers to walk away from their debts when they have the ability to pay for them 
by forcing them into Chapter 1 3 bankruptcy. This increases efficiency and ensures that creditors 
get at least a minimum return on their debt. Doing away with the means test under the Medical 
Bankruptcy Fairness Act would allow high income individuals to walk away from not only their 
medical debts, but also other debts such as credit eard debts. For instance, it is typically the case 
that families incurring high medical debts, espeeially due to job loss or other adverse events, also 
incur other debts, such as car loans, unpaid utility bills, credit card debts etc. If medical filers are 
no longer subject to means testing, then high income debtors would have an easier time walking 
away from their other dischargeable debts. In the study of bankruptcy filers cited earlier, those 
with incomes higher than S70,000 had average credit card debts of $42,000. Allowing this group 
to take advantage of the debt discharge provisions under Chapter 7 would hit creditors 
particularly hard. This is the exact situation that the 2005 bankruptcy reform tried to address. 
One possibility to avoid such a situation could be to set higher percentage of income thresholds 
for medical debt for higher income households, to allow eligibility for a Chapter 7 bankruptety. 

(3) Effect on Creditors 

The Act does little, if anything at all, for the creditors in these medical transactions. As 
discussed in the previous two paragraphs, there eould be potentially serious consequences for 
medical service providers if we make it easier for debtors to file for medical bankruptcy 
involving the discharge of all medical debts. In fact, research has shown that between 1 994 and 
2000, unsecured creditors received nothing in about 96 percent of Chapter 7 bankruptcy filings. 
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and in most Chapter 13 cases, only mortgage creditors received anything at all.'^ These higher 
costs of bad debts will ultimately be passed on to consumers in the form of higher prices for care 
or poor delivery of care. 


(4) Exemplion Limits Raised 


There is now a fairly large volume of economics papers that discusses how high bankruptcy 
exemptions affect debtor behavior. Debtors value high exemptions because it provides them with 
consumption insurance by discharging some or all of their debts when a drop in income would 
otherwise have caused a drop in consumption. However, because higher exemptions for wealth 
and income make filing for bankruptcy more attractive, studies show that the number of filings 
increases when exemptions increase.'^ This adversely affects the market for credit. To insure 
against the probability of a bankruptcy filing, lenders raise interest rates or ration credit,''* which 
harms debtors who repay as well as those who would like to borrow but are rejected.'^ Hence 
creditors alter behavior when faced with higher exemptions. 

At the same time, the incentive for debtors under these high exemption limits is to reallocate 
all wealth from non-exempt assets to exempt assets. For instance, if the homestead exemption 
were raised to $250,000 the individual would have an incentive to convert all non-housing assets 


Stewart E, Sterk, Asset Protection Trusts: Trust Law's Race to the Bottom?, 85 CORNELL L. REV. 1035, 1036 

( 2000 ). 

Michelle J. White, Personal Bankruptcy Under the 1978 Bankruptcy Code: An Economic Analysis, 63 IND. L.J. 

1, 45^6 (1987) (discussing data indicating that an increase in the banltruptcy exemption level corresponds with an 
increased bankruptcy filing rate). 

Reint Gropp, John Karl Schoiz, & Michelle J. While, Personal Bankruptcy and Credit Supply and Demand, 1 12 
Q.J. ECON. 217 (1997) (showing that higher exemption levels result in higher interest rates). 

** The optimal exemption levels in bankruptcy are determined by trading off debtors’ gain from having additional 
consumption insurance and better work incentives when exemption levels are higher against their losses from higher 
interest rates and reduced access to credit. For a formal model and simulations, see Michelle J. White, Personal 
Bankruptcy: Insurance, Work Effort, Opportunism and the Efficiency of the “Fresh Start,” (May 2005) (unpublished 
manuscripL on file with author), available at http://www.econ.ucsd.edu/~miwhite/bankruptcy-theory-white.pdf, and 
Hung-Jen Wang & Michelle J. White, An Optimal Personal Bankruptcy Procedure and Proposed Reforms, 29 J. 
LEGAL STUD. 255, 265 (2000). 
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to housing (say by using all available bank accounts to pay off the mortgage), so as to protect 
more of their income and wealth from the creditors. Therefore, there are both costs and benefits 
to having higher exemption limits that need to be recognized. 

To summarize this section, what the Medical Bankruptcy Fairness Act would do is make the 
financial benefit from filing for a medical bankruptcy higher than the financial benefit of filing 
for any other type of bankruptcy. The higher exemption levels, the lack of means testing and 
credit counseling and the potential to identify oneself as a medical debtor would clearly lead to 
strategic behavior on the part of some opportunistic debtors. Medically distressed debtors who 
are able to file under Chapter 7 would use this to get rid of their credit card debts. This would be 
especially advantageous for high income debtors who are unable to file for Chapter 7 bankruptcy 
under the current code. This large scale discharge of credit card debts, available even to debtors 
with the ability to repay some of their debts, is one aspect of the previous bankruptcy code that 
the 2005 reform sought to undo. We need to understand therefore, that the changes being 
considered under the Medical Bankruptcy Fairness Act could impose tremendous costs on the 
system while conferring benefits to a few. 


III. Conclusion 

To summarize, the case for b^ulkruptcy reform to help medically distressed debtors is 
built on somewhat shaky foundations. While the intentions are laudable, there is little to support 
such an intervention based purely on the incidence of medical debts in bankruptcy filings. 
Despite some recent survey evidence suggesting that medical debts account for more than 60 
percent of all filings, more rigorous analysis finds a relatively smaller proportion of bankruptcies 
that can be attributed to medical debts. 
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Further, the Medical Bankruptcy Fairness Act could create perverse incentives for 
debtors to accumulate non-medical debts prior to a filing, as long as they can file as medically 
distressed debtors. The Act attempts to overturn several features of the bankruptcy reform 
enacted in 2005 by doing away with a means test for medical debtors and allowing medical 
debtors to claim a homestead exemption higher than that allowed under the current code in 
several states. This could have adverse consequences on at least two fronts. One, high income 
filers with the ability to repay their debts can get complete debt relief under Chapter 7, while 
imposing losses on their creditors. Two, the high homestead exemptions could affect credit 
markets by causing creditors to raise the interest rate on loans provided and/or ration credit. In 
other words, the proposed reform could have unintended adverse consequences for debtors as 
well. 

1 believe that any situation that causes a household to file for bankruptcy is unfortunate. 
In these tough economic times, individuals who lose their job for no fault of theirs are as badly 
affected as families hit by illnesses or injuries. Individuals who lose their homes because of a 
painful divorce are no worse off than people who are unable to pay their mortgages due to an 
unexpected change in credit conditions. Where do we draw the line for who we want to help and 
who we don’t? The most effective solution to the problem of rising bankruptcies is to create the 
right conditions for an economic recovery, so that families can hold on to their jobs, retain their 
earning power, stay in their homes, and live within their means. We should help them to avoid 
bankruptcy rather than make it easier to fde it. 
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Appendix 

Problems with the Himmelstein et al. (2005 and 2009) Studies 

(1) Sample Selection Issues 

A major shortcoming with both the Himmelstein et al. (2005 and 2009) studies is what 
economists dub the “sample selection issue”. Himmelstein et al. (2005, 2009) conducted a survey 
of bankruptcy filers from public court records for the year 2001 and 2007. Based on a sample of 
1000 debtors, they concluded that more than 50 percent of these had filed for bankruptcy due to a 
medical reason. By limiting the sample to those who had already filed for bankruptcy, the study 
overstated the incidence of medical debt. To account for causation, the study sample should 
have, at the very least, included a “control” group of medical debtors who did not file for 
bankruptcy. In other words, if the authors were trying to establish whether medical debts cause 
bankruptcy filings, the appropriate sample should have included households with and without 
medical debt, and households who filed or did not file for bankruptcy. In short, what the authors 
have established is some correlation, but not causation. 

The sample also seems skewed towards debtors with high medical debt. The USTP report 
of bankruptcy filers, which included a much larger sample of 5203 filers, found that 90 percent 
of filers had medical debts less than $5000. The Himmelstein et al.(2009) study reports nearly 35 
percent of filers with more than $5000 in medical debt. The authors make no attempt to reconcile 
or explain their findings or reveal the distribution of medical debts across filers in their sample, 

(2) Regression Analysis 

The study also should have allowed for the possibility that other household 
characteristics, such as the filer’s work status, marital status, income, and other kinds of debts 
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could have influenced the filing. As explained earlier, this could be done through the use of 
appropriate regression techniques applied on a suitably large, random sample of filers and non- 
filers. Mainstream economics literature discussing the relationship between debts and bankruptcy 
amply outlines these standard considerations. The study does claim to have done multivariate 
analysis, but the analysis is done on an even more restricted sample than the original 1032 in 
2007. The sample only includes people who reported having any medical bills. Therefore, it 
simply assumes that medical debts are important for bankruptcy filing, rather than testing for that 
hypothesis in the entire sample of bankruptcy filers. 

(3) Definition of Medical Bankruptcy 

The 2005 study used an overly broad definition of “medical filers,” which included 
people with any sort of addiction or uncontrolled gambling problems. The 2009 study removed 
these clauses but still came up with a 62 percent number i.e nearly 62 percent of bankruptcy 
filings are due to medical reasons. The reason for the high number is puzzling, though as 
mentioned earlier, it is partly driven by the fact that the authors ascribe any remotely medical 
factor as causing the bankruptcy filing, not just medical debts. The survey results shown in Table 
2 (Page 3) of the study clearly state that only 29 percent of the respondents believed that their 
bankruptcy was actually caused by medical bills. However, the authors chose to add to this 
number the percent of people who lost weeks of work due to illness, the percent of people with 
more than $5000 in medical bills, and the percent of people reporting any medical problems. 
This is clearly an overstatement of the problem. Since the respondents themselves do not believe 
that these other factors caused the bankruptcy filing, it is wrong to ascribe the additional 
bankruptcy filings to their medical costs. A related point is that the survey fails to provide 
information on other causes of the bankruptcy filing or how the respondents would rank different 
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factors, as in the PSID. Therefore, it is unclear whether medical bills were the most important 
cause or just another cause. 

This criticism was also raised by Dranove and Millenson in reference to the 2005 paper.'^ 
Exhibit 2 of that paper identified people who stated that illness or injury was a cause of 
bankruptcy (although not necessarily the most important cause). According to Himmelstein and 
colleagues, 28.3 percent of respondents stated that illness or injury was a cause of bankruptcy. 
They also reported that medical bills contributed to the bankruptcy of 60 percent of this group. 
Multiplying the two figures together, Dranove and Millenson conclude that 17 percent of their 
sample had medical expenditure bankruptcies. Even for that 1 7 percent, it carmot be stated with 
any degree of certainty whether medical spending was the most important cause of bankruptcy. 


Dranove, David and Millenson, Michael, L. (2006), “Medical Bankruptcy; Myth vs Fact” Health Affairs 74 
(2006) 
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Medical Bills and Bankruptcy Filings 
Aparna Mathur' 


Abstract 

Using PSID data, we estimate the extent to which consumer bankruptcy filings arc 
induced by high levels of medical debt. Our results suggest that nearly 27 percent of 
filings are a consequence oi' primarily medical debt, while in approximately 36 percent of 
cases medical debts co-exist with primarily credit card debts. Studying the post- 
bankmptcy scenario, we find that filers are 19 percent less likely to own a home even 
several years after the filing, compared to non-filers. However, the con.scqucnccs are less 
adverse for medical filers i.c those who filed due to high medical bills compared to other 
filers. 

JEL Classification: D6, K.3, C33 

Keywords: Personal Bankruptcy. Medical Debts. Probit Model 


' Hmai{:amathur(h)aei.org. Phone: 202.S2t<.6026.Researdi Fcilovv. American Hnterprise institute. 
Wa.shington D.C. This paper has benefited greatly from comments by Joe .Antos and Kevin Hassetl at At:!. 
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I. Introduction 

In the 1990s, consumer bankaiplcy filings as a percentage of total filings have 
been steadily increasing. In 1990, the number of filings vvas approximately 718,000 (92 
percent of all filings), which doubled in 2004 to 1.6 million filings (accounting for 98 
percent). What accounts for the “boom” in consumer bankruptcy? In the literature, there 
arc two views about consumer bankruptcy tilings. Rising household debt with increasing 
use of credit cards and rising mortgage payments which lead to accumulation of high- 
interest debt has been cited as an important explanatory factor. Some studies also suggest 
that sudden shocks to income in a situation of high consumer indebtedness may provoke 
a bankruptcy filing. Sullivan ct al (1989) conclude that the primary cause of bankruptcy 
filings in their sample was unemployment or employment interruptions. A divorce, also, 
may create an unexpected shock to household income or reduce the economics of scale 
from living in a single household. 

Second, the strategic view of bankruptcy advocates is that households file for 
bankruptcy because the financial benefit from filing has gone up. Under Chapter 7 
personal bankruptcy, debtors in the US can retain some or all of their property from being 
used to repay creditors at the time of a bankruptcy filing. The amount of asseCs that they 
can protect depends upon the exemption level in the state of filing. Since the Federal 
Bankruptcy Code of 1978, every state in the US has been allowed to set its own property 
and homestead exemption levels.' Recently newspapers reported a surge in bankruptcy 
filings in anticipation of a change in the Personal Bankruptcy laws which would make it 
harder for households above a certain median income to file for Chapter 7 bankruptcy, 
and also placed a cap on the maximum e.xcmption limit." This seems to support the 
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strategic view of bankruptcy since it seemed that households were filing to take 
advantage of the higher exemptions associated with the older, more lenient system. Fay et 
a! (2002) find support for this view which predicts that hou.seholds arc more likely to file 
when their financial benefit from fding is higher.’ They use PSID data For the period 
1983-1996 and find the coefficient on Financial Benefit to be positive and statistically 
significant. An increase of $1000 in households' financial benefit from bankruptcy is 
associated with a 7 percent incrcatsc in the probability of filing. On the other hand, health 
problems faced by the household head or spouse, spells of unemployment, and the 
household head being divorced in the previous year are positively related to bankaiptcy 
filings, but not significant. Related to this viewy Gross and Souleles (2002) used a dataset 
of individual credit card accounts to explain account holders' bankaiptcy decisions. Their 
main explanatory variable is lenders' rating of individual account holders' riskiness and 
their main finding is that after controlling for increase in the average boaower’s 
riskiness, the probability of default rose significantly between 1995 and 1997. They 
interpret this result as evidence that the stigma associated with bankruptcy has fallen. 

This paper asks the question whether increasing health care costs arc leading to a 
rising number of consumer bankaiptcics, and if so, to what extent. The empirical 
evidence to this effect is contradictory. Studies based on surveys of bankruptcy filers, 
such as Himmelstein et al. (2005) using data from the Consumer Bankaiptcy Project, 
claim that families with medical problems and medical debts account for nearly half of all 
bankruptcy filings.' Flowcver, their classification of a medical bankaiptcy is too broad. ^ 
A big drawback of the study is that it docs not include non-filers in the sample. This is a 
problem because there may be non-filers who experienced similar problems but did not 
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tile for bankruptcy. Thus the sample lacks an effective control group. According to 
another survey, the Health Care Costs Siinvy (K.FF, 2005), close to 23 percent of 
Americans had problems paying medical bills in the previous ycar.^’ Around 19 pereent 
experienced other financial consequences due to medical bills, such as having to borrow 
money, being contacted by a collection agency, or even having to tile for bankruptcy. 
Another study based on the Commonvvcalth Fund Biennial Health Insurance Survey 
(2005) reveals that an estimated 77 million (37 percent) Americans aged 19 and older 
have difficulty paying medical bills, have accrued medical debt or both.' Domowitz and 
Sartain (1999) find that “high” medical debt also contributes positively to bankruptcy, 
though credit card debt is the single largest contributor to bankruptcy filings at the 
margin. Medical debt is included in a binary form with a positive value indicating 
expenses in excess of 2 percent of income. This classification is arbitrary.** Further, the 
study is based on cross-scctional data and docs not have demographic information. Thus 
it is unable to account for dynamic changes in household or state level conditions such as 
state incomes, unemployment rates etc. 

The Office for United States Trustees (in the US Department of Justice), on the 
other hand, found that medical debt was not a major factor in the majority of bankaiptcy 
cases filed in 2000.** More than 50 percent of filers reported no medical debt at all, while 
only I 1 percent had medical debt in excess of $5000, Further, only in 5 percent of the 
cases vvas medical debt one-half or more of total uiusccurcd debt. (9n average, medical 
debt was only about 6 percent of all unsecured debt. In comparison, credit card debt 
comprised about 40 percent of all unsecured debt. More than half the cases reported 
credit card debt in excess of 50 percent of all debt. 
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The contention in our paper is that while medical care costs are rising and arc 
important in explaining bankruptcy filings, the economic impact is not as large as is 
being reported. In our dataset, we find that up to 27 percent (depending on the sample 
period) of all filings involve ca,ses w'herc medical bills were the priman- fonn of debt. If 
vve include all cases where there was any mention of medical debts, the number goes up 
(at most) to 36 percent. This percenUage is on the high side since it includes those with 
primarily credit card, mortgage or car debt, who also accumulate medical debt. These 
numbers are significantly lower than the .50 percent claimed by Himmelstcin ct al (2005). 
They are closer to the 30 percent claimed by Domowitz and Sartain (2002) especially if 
W'-e only consider primarily medical debt eases. We believe that a shortcoming with the 
earlier studios is that they are unable to isolate the impact of medical bills from other 
problems that the debtor faces, such as job loss, low earnings, and other credit card debts. 
This makes it difficult to conclude that high costs of medical care are causing the large 
number of bankruptcy filings. In this paper, we attempt to study the importance of 
various distinct factors, in particular other debts, such as credit card charges, that the 
household has incurred. We find that households with medical debts, in acktiiUm to other 
debts, are the most likely to tile, while those with primarily high medical debts explain 
relatively few bankniptcy filings. We u.sc household level data from the Panel Study of 
Income Dynamics (PS(D) to estimate the impact of illnesses and medical debts on the 
probability of filing for bankaiptcy. This is the first paper to use longitudinal household 
data to identity the impact of medical bills (and other health related factors) on 
bankruptcy. We extend our analysis to further study the post-bankruptcy situation for 
individuals. Using data on home ownership and labor supply in the PSID, we conclude 
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that individuals who have tiled for bankruptcy arc significantly less likely to own homes, 
while they are significantly more likely to increase labor supply to accumulate savings. 

Medical problems can lead to bankruptcy in a number of ways. Health problems 
can cause individuals to lose work days, which results in loss of earnings. Medical hills 
can pile up, especially if the debtor docs not have health insurance. In terras of costs of 
health care, Zywicki (2004) reports that there is little evidence that fluctuations in the 
cost of health care are linked to increases or decreases in bankruptcy rates. In fact, 
adjusting for inflation, he tinds that during the 1990s there were some periods when 
health care costs went up only marginally, while bankruptcy rates rose by 20-29 percent. 
Results are mixed even when we study health insurance rates and bankruptcy. While the 
percentage of Americans without insurance has remained relatively stable, bankruptcy 
rates have been rising over time."’ 

in this paper, we incorporate into the model both the traditional factors as,sociatcd 
with a bankruptcy and the strategic factors such as the e.xcmption levels acrosts states, 
which affect the financial incentive to file for bankruptcy. Wc further attempt to control 
for health related factors including medical coverage. The panel nature of the data allows 
us to control for all the factors leading to the bankruptcy, rather than focusing only on the 
period around the time of the bankruptcy. Further, we include in the sample both fliers 
and non-filers, instead of including only people who have already filed. This enables 
generalizations of results to the larger population as well. 

In the next section, wc discuss the data and explanatory variables used in the 
analysis. Section 3 details the empirical methodology and Section 4 presents the 
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empirical results. Section 5 discusses the possible adverse effects of a bankruptcy filing. 
Section 6 concludes. 

2. Data Source and Description 
2. A Data Source and Summary Statistics 

The data are available from tbe Panel Study of Income Dynamics (PSID), which 
is a longitudinal dataset tracking households since 1968. The PSID survey asks questions 
relating to demographic conditions as well as income, assets and debts of the household. 
In 1996, tbe PSID asked respondents whether they had ever filed for bankruptcy between 
1996 and 1984, and if so, in what years and which state they filed. We use two panels of 
three years from this dataset. The first relates to the period 1994-1996. Since the PSID is 
a longitudinal dataset, we include in the sample all heads of household who were in the 
sample all three years. Each year there are approximately 6000 household heads who are 
interviewed, thus the overall sample size is 18.259 household heads. The bankruptcy 
filing rate among PSID respondents for the period 1994-1996 is approximately 0.4 
percent, which is half the average national filing rate for that period of 0.8 percent. The 
number of filings in our sample is 74. 

A problem with the PSID dataset is that it collects information on certain 
variables such as family wealth, asset and debt levels only every five years. Hence as a 
check on our results with the 1994-1996 panel, we pooled data across the three years 
1984, 1989 and 1994 and re-ran the regressions." The sample for this panel is 19339 
household heads. 

The PSID asks a detailed set of questions on bankruptcy. These include questions 
on the primary, secondary and tertiary reason for filing, given a list of possible reasons. 
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which include medical bills, job loss, injury or illness etc. The largest contributor to 
bankruptcy tilings was high credit card debt. Nearly 42 percent of respondents reported 
high credit eard bills as the primary reason for filing, while an additional 9 percent 
claimed it as the secondary reason for tiling. Other big reasons were Job !o.ss (13 percent) 
and divorce or separation from spouse (12 percent). Only 9 percent ofthc sample claimed 
medical bills as the primary reason for filing, and 7 percent claimed it as a secondary 
reason. Illness and Injury accounted for only 6 percent of the tilings. These statistics by 
themselves suggest the e.xtcnt of bias in the recent llinirnelstein (2005) paper, which 
claims that medical reasons are the leading causes behind bankruptcy filings, accounting 
for 50 percent of all bankruptcy filings. Unfortunately, we arc unable to use responses to 
reasons for tiling in the regression, because it is by definition, asked only of those who 
had actually filed for bankruptcy. 

The PSID also asks questions relating to debt levels. A drawback of the PSID 
dataset is that while it gives information on the total value of debt, it docs not provide 
information on each kind of debt separately. Thus, the key innovation in the paper is to 
distinguish medical debtors from other kinds of debtors, in order to study the impact of 
medical debt on the probability of filing for bankrupley. To do thi,s we exploit a part of 
the survey that has questions relating to loans taken by the household for various 
purposes. The survey asks individuals whether they had ever taken loans to repay their 
debts, and what was the largest component of the loan i.e what was the most important 
reason for taking the loan-possible reasons include repaying credit card debts, medical 
bills, car debts etc. They can also list other secondaiy or tertiary reasons for taking the 
loan. This is the main variable of interest, since it allows us to distinguish medical 
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debtors from credit card debtors, or people who had high car or mortgage debt. Hence we 
can classify households as medical debtors if they listed medical debts as their primary, 
secondary or tertiary reason for taking a loan. We can further classify households as 
primarily medical debtors if they listed medical debts as ihe'n primaty reason for taking 
the loan. This should help clarify the issue of whether medical debts are the largest 
component of debt for households that file, or is it mainly other forms of debt, such as 
credit card debt, that is primarily responsible for a large number of tilings. 

Other relevant variables available from the dataset relate to the health status of the 
individual, whether they missed any weeks of work due to illness, whether they had 
medical coverage, etc. 

Table I presents sample summary statistics, in terms of demographics, about 70 
percent of the population is male, and around 6.3 percent white. The average annual 
family income is .MS. 000, while average annual debts are S4500. The bankruptcy filing 
rate is 0.4 percent. To distinguish between filers and non-filers, we present separately the 
statistics for each group in Table 2. In the sample, around 66 percent of filers arc male, 
and more than 60 percent arc white. Close to half arc married. About 47 percent had 
medical coverage and 10 percent had experienced unemployment spells in the previous 
year.'’ About 40 percent were homeowmers while 15 percent owned businesses. 
Surprisingly, there do not appear to be systematic differences in these demographics 
between filers and non-filers, as showm in Column 2 of Table 2. 

If we look at correlations between bankruptcy and household conditions, we 
found no significant correlations between bankaiptcy filings and individuals with medical 
coverage (.013), individuals in poor health (.003) and individuals who were unemployed 
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(.007). All kinds of loans taken to repay debts, such as medical debts, credit card debts, 
mortgage payments or car loans arc positively correlated with bankniptcy filings. There 
is also a positive, though not large correlation of .108 between those with credit card 
loans and those with medical loans. Further, there is a positive correlation between filings 
and state tax rales, state unemployment rates and state exemptions. 

Figure 1 profiles the average bankruptcy filer. Graphs show that the average filer 
is more likely to be a while male, less than 45 years of age, unmarried and with less than 
16 years of education. 

2, B Explanatory Variables 

Wc explain bankruptcy filings as a function of household debt and income levels, 
the proportion of debt that is medical, the bankruptcy exemption level in the households' 
state of residence, the other expenditures that the household has to meet such as rent or 
mortgage payments and whether the household faced any health problems. Wc are also 
able to control for demographic variables. 

DEEiT refers to all unsecured debt which includes credit card debt, medical debt, 
personal loans, etc. Information on this variable is available only once every five years in 
the PSID. For the 1994-1996 sample, wc use the 1994 data on unsecured debt as the total 
debt. For the other panel, we do not face this problem since questions are asked in 1984, 
1989 and 1994, In the regrc.ssion analysis, we scale this variable by total family income 
to assc.ss the impact of debt as a fraction of income. FAMILY INCOME, refers to all 
wage and salary income earned by the household during the year. Since family income 
varies for each year in the sample, dividing DEBT by family income serves the purpose 
of introducing variation in the DEBT variable over time. 
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WEALTH or the sum of all assets for the household (excluding home equity) is 
again available only in the 1984, 1989 and 1994 supplements. To this we add the house 
value, which varies every year, to construct the variable that is used in the analysis. 

MEDICAL refers to all households who reported taking a loan to repay medical 
debts.” MEDICAL 1 refers to those who reported medical debts as the primary reason for 
taking a loan. This is interacted with DEBT, giving us the variable MEDDEBT, to isolate 
the effect of medical debt on bankruptcy. MEDDEBTl is the subset of people within 
MEDDEBT who reported medical debts as their most important reason for taking a loan. 
Thus, MEDDEBTl includes only tho.se who reported medical debts as their primary 
reason for taking a loan while MEDDEBT includes anybody who reported medical debt 
as a reason- whether primary, secondary, or tertiary-for taking a loan.” Table 2A and 
Figure 2 track changes in the number of medical debtors, and the number of bankruptcies 
over time. As Figure 2 shows, there is co-movement of bankruptcy filings and medical 
debtors, and also individuals reporting poor health. This is particularly true for the period 
1994-1996. 

MEDCOVER is a dummy variable equal to 1 if the household had health 
insuranee eoverage. The questions on health insurance coverage in the PSID are not 
comprehensive. The quc.stion asks whether the family is covered by Medicare, Medi-Cal, 
Medical Assistance, etc, but docs not clearly ask whether the individual had private 
insurance cither through the employer or self-purchased. Thus the statistics on the 
number of insured turn up an extremely low number of 10 percent. To supplement this 
information, we consulted a Consumer Population Survey Report on Health Insurance 
coverage (1995) and a report prepared by the American Hospital Association (1996) on 
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trends in employer coverage. These suggested that union members, workers in eertain 
industries such as mining and manufacturing, and occupations such as professional or 
technical workers, and full-time workers were more likely to be covered. Hence we 
assigned the MEDCOVER variable a value of 1 if any of these criteria were satisfied. 
With this new variable, the coverage number went up to 61 percent. This is the variable 
we use in Table 3. 

The variable MEDlCAL*UNEMPLOYED is assigned a value of I if the 
household could be classified as MEDICAL (as defined above), and the household head 
was also unemployed for a period of time in the previous year. 

We control separately for the effect of poor health conditions, by including a 
variable BADITLTH. The surv'cy asks the household head whether he eonsiders his health 
to bo (I) Excellent (2) Very Oood (3) Good (4) Pair (5) Poor. We construct a dummy 
variable that takes on the value 1 if the survey response is ( 5 ). This variable is interacted 
with DEt3T to study if individuals experiencing poor health and indebtedness are more 
likely to file. 

EXEMPTION refers to the dollar amount of bankruptcy exemptions that the 
household may take in its home state. Wc use the homestead exemption as well as the 
personal property exemption. The homestead exemption is an exemption for equity in 
owner occupied housing. For example, in 1996 the homestead exemption in Alabama was 
$10000, while in Arizona was $100,000. Most states also have exemptions for household 
belongings, equity in vehicles, retirement accounts, and a wildcard category that can be 
applied to any type of asset. The exemption levels have changed over time in many 
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states. This data is available from various editions of Elias et al. How to File For Chapter 
7 Bankruptcy.''' 

RENT refers to the annual rent or mortgage payment that the household pays. 
MISSED WEEKS refers to the number of weeks of work that the household head missed 
in the previous year due to illness. State (Maximum Marginal) Income Tax Rates 
(available from National Tax Foundation), Unemployment Rates and Per Capita Incomes 
(Bureau of Labor Statistics) are put in as additional controls for macroeconomic and 
business conditions, apart from the demographic variables like age, sex, marital status etc 
of the household head,’’ 

3. Empirical Methodology 

We use a probit model to explain the probability of bankruptcy filing by a household at 
time r. Our model can be specified as: 

Y,, '=■ (')()+ chOi,:~^... + h4‘>F>ii49'^t>>5 Bi+t:,, : i= I t= I ..T (3-1) 

Y„=nfY,; >0 
Y„=OirYo <0 
for household i in year t. 

Our latent variable is Yu* and the observed dependent variable is Y,,. Yu relates to a 
household i's decision (for expositional purposes) to file for bankruptcy in year t. The 
dataset identifies the state in which the household filed for bankruptcy. Thus we arc able 
to assign every household to a particular state and look at the appropriate state-level 
variables, such as bankruptcy cxemptioms, tax rates etc. arc state dummies and 

l 9 s, tg 4 arc year dummies. Bi refers to the vector of coefficients associated with the 
explanatory variables included in Xi,- cn is a randonr error term. Standard errors are 
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corrected using the Huber/Whitc procedure, which allows error terms to be correlated 
over time for the same household. 

4. Empirical Results 

4. A. Probit Estimation 

Table 3 presents the marginal effects from a probit regression, using cluster 
analysis which ailow's for error terms to be correlated for the same household over time. 
All regressions use PSID weights to make the sample representative of all families in the 
US. Table 7 uses the marginal effects to illustrate the economic significance of the 
relevant variables. 

Specification 1 (Column 1 of Table 3) shows results for demographic variables, 
household income, asset and debt values. The effect on bankruptcy filings of being 
MATH, WHITE or MARRIED for heads of household is positive, but not significant. 
Individuals arc significantly more likely to file at relatively younger ages. This is also 
clearly brought out in Figure 1. where individuals lc,ss than 45 years of age have higher 
filing probabilities. More educated people arc less likely to file, and this result is similar 
to Fay et al (2002). The marginal effect of an additional year of education is to lower the 
probability of a bankruptcy filing by .03 percentage points. Dividing this by the average 
probability of filing in our sample, which is .4 percent. Table 7 shows that the number of 
bankruptcy filings would decrease by 7.5 percent a year.'^ To draw conclusions from this 
for the general population based on 1.3 million bankruptcy filings in 1999, this implies 
that an additional year of education would lead to 97,500 fewer bankaiptcy filings in a 
year. 
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The likelihood of filing is significantly higher if the head owns a business 
(p=().S0), and is increasing in the number of children in the household. As would be 
expected, high family wealth is significantly negatively associated with the probability of 
filing. An increase in family wealth by $1000 would cause nearly a I percent drop in the 
bankruptcy filing rate, or approximately 10,000 fewer filings per year (Table 7). 

Apart from MKDICAL, to adequately control for the effect of other health related 
factors on the probability of filing, wc include a number of variables. We include a 
measure of w'ceks of work missed due to own illness, MISSKD WORK.'*^ This 
coefficient is positive and significant in all specifications, suggesting that losing work 
days due to illness is associated with lost earnings or job loss, which in turn may cause 
strain on the household finances leading to bankruptcy. In terms of economic significance 
(Table 7), an additional week of missed work would cause the predicted probability of 
filing to increase by 2.5 percent-an additional 32,500 filings per year.'" Wc also control 
for the fact that the household may have medical insurance, MEDCOVER. As may be 
expected, hou.scholds with medical insurance arc less likely to file for bankruptcy, though 
the effect is not statistically significant. None of the other papers use this variable as a 
control. Finally, wc test to see if having medical problems and being unemployed is a 
significant predictor of bankruptcy filings. However, while the sign on the coefficient is 
positive, it’s not statistically significant. 

The main question that this paper seeks to answer is to what extent do medical 
bills contribute to bankruptcy filings. Thus in Specification I, wc include MEDDEBT 
along with DEBT and DEBTSQ (debt squared). Wc scale each of these variables by 
Family Income. The marginal effect associated with MEDDEBT is positive and 
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significant."' Wc find that a 10 percent increase in medical debt (as a fraction of income), 
would lead to a 20 percent increase in the probability of filing for bankruptcy."” In tenns 
of the 1999 bankruptcy filing rate, this would imply an additional 260,000 filings per 
year. It is worth pointing out here that MEDDEBT includes people who took loans 
primarily to pay off credit card debts, car debts or mortgages, but who also listed medical 
debts as a reason for the loan. Between 1994-1996, the number of people who took loans 
primarily to repay credit card debt went up from 406 in 1994 to 439 in 1996. Out of these 
only 28 in 1994 and 3 1 in 1996 claimed medical debts as well. The number who reported 
any medical debt w'ent up from 91 in 1994 to 98 in 1996. 

The coefficient on DEBT (as a fraction of income) is positive as may be expected, 
while the coefficient on DEBTSQ is negative and significant, suggesting that at certain 
very high values of DEBT, the probability of filing may go down.^’ 

Including other macroeconomic state-level variables also yielded significant 
results. The coefficient on state bankruptcy exemptions is positive, but not significant. 
This tends to erode support for the strategic view of bankruptcy, since if individuals were 
filing simply to take advantage of the higher exemptions, we would expect this 
coefficient to be significant. 

In terms of current expenditures, taxes and rent form a large fraction of all 
monthly payments. Therefore it’s important to control for them in the regression analysis. 
The coefficient on both of thc.se variables is positive and highly significant. A 0.1 percent 
increase in state tax rates would cause filings to rise by 16 percent, while a $1000 
increase in annual rent or mortgage payments would cause filings to rise marginally by 
0,1 percent. 
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Finally, wo also include State Unemployment Rates. The larger the 
unemployment rate in the state, the larger the number of filings. A 0. 1 percent increase in 
unemployment rates would cause filings to rise by 97,500 per year. State per capita 
income, PCI, is positive but insignificant. 

The coefficients on these state-level macroeconomic variables and the above 
mentioned demographic variables are similar acro,ss different specifications. Therefore 
we do not refer to ihent again when vve discuss different specifications, instead we will 
focus only on the relevant variables of interest. 

In Specification 2, we include (instead of MEDDEBT) as the explanatory 
variable, MEDDEBTl. Recall that MEDDEBTI is DEBT interacted with MEDICALI i.c 
it’s the debt level for those individuals who claimed medical debts as their primaiy 
reason for taking a loan. The marginal effect for this variable is positive and significant. 
A 10 percent increase in medical debts for these households would cause only a 0.5 
percent increase in the bankruptcy filing probability, or an additional 6500 filings. 
Comparing the results on MEDDEBT and MEDDEBTl, the picture that emerges is not 
one of medical bills driving individuals to bankruptcy, but medical bills in addition to 
other debt problems that the household is already facing. 

In Column (3), we interact BADHLTH with DEBT (scaled by Family Income), 
and use that instead to capture the effect of debt on households with medical problems. 
The estimated marginal effect is the same as the one associated with MEDDEBTl in 
Column (2). This suggests that our measure of medical debtors comes close to what 
we’re trying to capture. Surprisingly including BADHLTH as an additional explanatory 
variable in Columns (1) and (2) docs not yield a significant coefficient. Thus already 
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indebted households with health problems arc more likely to file than households with 
health problems and no major debts. 

A concern with specifications (1H3) in Table 3 is that we may be biasing 
downwards the impact of medical debts on bankniptcy. This arises for two reasons. First, 
our DEBT variable does not change across the three years, so effectively MEDDEBT is 
capturing the effect of changes in income (the scaling variable), rather than debt, on 
bankruptcy probabilities. Secondly, as mentioned earlier, there is not much change in the 
number of people taking loans for medical reasons between any two years. Hence as a 
check on our results, we rc-cstimated the regression model using only the years 1994 and 
1996 (Column (4)). While this docs not get around the first problem, it docs lead to 
greater variation in MEDICAL, allowing for better estimation. As wc suspected, there 
was a significant increase in the estimated coefficient on MEDDEBT-the marginal effect 
rose to 0.011 (p-value=0.022) (from 0.009) i.c a 10 percent increase in medical debts 
would cause a 27.5 percent increase in the probability of filing. A similar re-estimation of 
MEDDEBTl did not yield a significant eoefficieni, possibly due to the limited 
observations in MEDICALI. The next section improves on this estimation by pooling 
together years for which there is data on DEBT levels. Moreover, by looking at data over 
longer periods of time, it allow's more variation in the data, leading to better estimation. 
4.B. Alternative Specifications and Checks 

Table 4 replicates the estimation procedure described previously for a different 
period of time to check for robustness of results. We pool three years- 1984, 1989 and 
1994. The choice of years is dictated by the fact that questions relating to family wealth 
and debt levels arc asked only in these years. Thus by pooling across these years, wc arc 
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actually able to control for changes in the debt and asset levels. There is however, some 
loss of uniformity in the way the questions are asked, and we are unable to get good 
responses for certain variables such as rent or mortgage payments, and medical coverage. 
Thus we present results for this panel with less than the full set of variables we had in 
Table 3. We further allow all state effects to be captured by the state dummy variables. 

It is comforting to note that our main results do not change. Both MEDDRBT and 
MEDDEBTl enter the regressions positively and with significant marginal effects, 
flowever. the size of the marginal effects is significantly larger. The effect of a 10 
percent increase in MEDDEBT is to increase the probability of a filing approximately by 
36 percent, while a corresponding increase in MEDDEBTl increases the probability by 
27 percent. These results could be driven by the relatively longer time period that is 
involved, allowing for more variation in the right hand side variables. Wc are effectively 
studying changes over five year periods rather than I year periods. Moreover, unlike the 
1994-1996 panel, our DEBT variable docs vary in these three years since information on 
DEBT is collected in all these years. Thus these numbers should be closer to the true 
values compared to the estimates for 1994-1996."’ Judging by these numbers, medical 
debts could be held responsible for at most 27 percent of all bankruptcy filings. If we 
take any mention of medical debts in conjunction wdth other debt variables as the 
predictor variable, the number is clearly higher at 36 percent. However, all that this 
implies is that medical debts, like any other debt, increase the probability of a bankruptcy 
filing, but they are not the major factor behind the filing. 

In column (3), wc defined BADHLTH more broadly to include not only instances 
where the head of household reported being in poor health, but also instances where other 
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family members were reported to be in bad health. The coctTieient on this variable is 
positive and significant suggesting that medical problems faced by family members are 
equally important in predicting bankruptcy filings. If we include only cases where the 
head was described as being in poor health, the coefficient docs not turn up significant. 

These results also carry forward to the case when w'e estimate the probability of 
filing for bankruptcy using Cox’s Proportional Hazard Model (Table 5). The Cox model 
estimates the determinants of the probability of bankruptcy. The model relates the hazard 
rate h(l) (the probability of filing bankruptcy at time l, conditional on not having filed 
bankruptcy uptil time l) to a set of observables X: 

h(l) = h^{l)cxp{X'p) 

Where ho(t) is the baseline hazard rate at time t for the covariate vector set at 0 
and p is a coefficient vector. This semi-parametric estimator assumes that the hazard ratio 
h(t)/ hit(t) is constant over time and requires no assumptions about the baseline hazard. 

The results confirm the results of the probit regressions. The coefficients on 
MEDDEBT (hazard ratio=2.34) and MEDDEBTl (hazard ratio^^- 1.024) are positive and 
significant. The coefficients indicate that the estimated hazard or risk of filing for 
bankruptcy increases by 1-2.5 times if an individual has medical debts, after adjusting for 
the effect of other variables in the model. 

Since the PSID data has several limitations in terms of uniformity of questions 
across years, to assure ourselves of the robustness of results, we did cross-section 
regressions as well. W'e present the results for the year 1994 in Tabic 6. In any particular 
year, there is adequate cross-sectional variation in debt levels and total family incomes, to 
allow identification of coefficients on medical debts. W'e cla.ssify medical debtors in the 
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usual way. The number of observations drops to about 6500, but even with this limited 
sample size, the estimated marginal effect on MEDDEFfT is 0.017 {p-valiie-0.05 1), 
which is similar to what we had before.*'’ 

To summarize, our results indicate that the effect of a 10 percent increase in 
MEDDEBT would be to increase total filings by about 36 percent. However, if we 
include only those individuals who claimed medical debt as their primary reason for 
taking a loan, for this group the probability is about 27 percent. Note that MEDDEBT 
includes people who may have other forms of primary debt, such as credit card, car or 
mortgages, but who also have some medical debt. Hence if we look at this variable alone, 
we are overstating the impact of medical debts on bankruptcy filings, fhe more relevant 
variable to see if bankruptcies are being driven by medical debts, is MEDDEBTl. This 
captures individuals with primarily medical debt. Thus we can conclude that medical 
debts arc primarily responsible for 27 percent of all bankruptcy filings. Note that this is 
still much smaller than the percentage reported by Himmcistein et al (2005) of 50 percent 
and that reported by Domowitz and Sartain (1999) of 30 percent (for high medical debts). 
This is, however, higher than that reported by the Office for United States Trustees (in 
the US Department of Justice), which found that only 1 1 percent of households that filed 
for bankaiptcy, had medical debts in excess of S5000-approximatcly 17 percent of 
average income for the year 2000. 

5. Economic Con.sequences of Bankruptcy Filings 

The key feature of the modern U.S. personal bankruptcy law is to provide debtors 
a financial fresh start through debt discharge. However, surveys of bankruptcy filers 
reveal that filers experience financial hardships, such as reduced access to credit, as a 
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result of a bankruptcy record. Empirical evidence in this regard is seant. Musto (2005) 
demonstrates that the removal of a Chapter 7 bankruptcy record from an individual’s 
credit report leads to a substantial increase in the number and aggregate limit on cards 
offered to the individual. Long (2005) presents evidence to suggest that a household with 
a bankniptcy record is about 30 percent more likely to lose home ownership. Han and Li 
(2004) estimate the effect of personal bankruptcy tilings on labor supply using data from 
the PSID. They find that filing for bankruptcy does not have a positive impact on annual 
hours worked by bankrupt households. 

In this paper, we assess the impact of bankruptcy filings on homeownership, 
average hours worked by the household head, and access to health insurance coverage. 
We further study whether these effects arc persistent or tend to die down after a period of 
time, and whether there arc differential effects of medical bankruptcy filings as opposed 
to other reasons for filing. Our results indicate that there are significant negative effects 
of having a bankruptcy record and these effects tend to persist, even over a ten year 
period. 

Results presented in Table 8 indicate that a previous bankruptcy filing has a 
significant negative impact on home ownership. The variable LAGGED BANKRUPT is 
a dummy variable equal to 1 which indicates that the individual had filed for bankruptcy 
at some point prior to the period under study i.e 1994-1996. Unlike Long (2005), our 
sample docs not only include home owners, but all household heads whether or not they 
owned a home. Including all of the controls used in previous regressions, and allowing 
for state and time dummies, our results indicate that having a bankruptcy record lowers 
the probability of home ownership by about 10.5 percentage points. Given the average 
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home ownership rate of 55 percent, this translates approximately to a nearly 19 percent 
drop in the probability of home ownership. This drop in home ownership could be 
attributed to reduced access to credit as a result of having mortgage applications turned 
down. As Long (2005) points out, households interviewed in the 2001 Survey of 
Consumer Finances listed bad credit history as the main reason for why their credit 
applications had been rejected. From the PSID, it is possible to get information on why 
individual’s had their mortgage applications rejected. However, this information is only 
available for some years. Nonethclc.ss, we regressed the probability of a mortgage 
application being turned down if one had tiled For bankruptcy before. The probability of 
being turned down (due to credit history problems, or low, unstable income) if one has 
filed far bankruptcy before is positive, though signiticant at about 15 percent. 

We were interested in studying if the negative con.scqucnces of bankruptcy filings 
were somehow different for medical filers versus other filers. The PSID asks bankruptcy 
filers to provide a reason for the filing. A list of po.ssible reasons could include medical 
debts, credit card debts, job loss etc. By medical filers, we mean those individuals who 
gave iUexr primary reason for filing ns, medical bills. Our hypothesis is that if bankruptcy 
filings arc induced by a sudden sbort-term increase in debts as a result of an illness, in tbc 
long run (the period after the filing), the income-debt levels would stabilize faster than 
for other filers. This would mitigate the negative effect of the filing for this group of 
debtors. Therefore, in Table 8, we study the effect on home ownership of medical filers, 
credit card filers and filers who had experienced job losses. Tbe estimated marginal effect 
is barely significant at 10 percent for medical filers, while it is highly significant at 1 
percent for credit card filers and job-loss filers. Hence our results suggest that the 
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probability of owning a borne after bankruptcy is significantly lower for certain kinds of 
fliers, as opposed to others. 

Following Han and Li (2004), next we model the effect of bankruptcy filings on 
labor supply. The underlying assumption behind the notion of debt discharge 
incorporated in U.S. personal bankruptcy law is that discharge of debt will give the 
individual a fresh start after bankruptcy. It will preserve the incentive to work and 
therefore encourage human capital formation. We test for this by regressing average 
hours worked per week by the household head on whether the individual had filed for 
bankruptcy previously, using a Random Effects OLS model. Unlike Han and Li (2004), 
we find that the lagged bankruptcy filing dummy enters positively and significantly in the 
regression, with p-valuc equal to 0.001. Contrary to their theoretical predictions, we find 
that individuals respond to a filing by increasing their supply of labor and working longer 
hours. Intuitively, this can be explained by the fact that their access to credit is lowered 
after the filing, hence there is an incentive to work and save more, to insure against other 
eventualities. These results hold if we consider credit card filers (coefficient=2.65, p- 
value^O.049), but there is no significant increase in the case of medical filers. Hence, 
once again, our results suggest! that there arc less significant impacts of bankruptcy filings 
for medical debtors. 

Finally, we wanted to study whether the impact of a filing is most severe in the 
immediate aftcmiath of the filing, or does it persist over time. Our results indicate that 
there is persistence over time. We defined a dummy LAGGED BANK.RUPT90 which 
includes only those filings that occurred between 1990-1994, not including 1994. 
Similarly, LAGGED BANKRUPT84 includes all those eases where filings occurred 
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between 1984-1994. The former captures the short-term impact of the filing on home 
ownership and labor supply, while the latter captures the long-term impact. As the table 
shows, the coefficient on home ownership is not significantly different for the two cases. 
This is also true for average hours worked. Thus the negative consequences of 
bankruptcy filings appear to last for long periods of time.'"’^ 

Summarizing the results in this section, we find that having a bankruptcy record 
significantly lowers individual’s ability to own homes. This effect is most significant for 
individuals who filed due to high credit card debt or because they experienced job losses. 
The results are less significant for medical filers. We justify this finding on the 
assumption that medical filers are more likely to be those who experienced a one-time 
adverse event, but have steady income-debt levels otherwise. This may reduce problems 
of credit access for them. Hence they are able to recover faster from a bankruptcy filing, 
as opposed to credit card debtors with more persistent debt and income problems. This 
could also explain our findings on hours worked by individuals. In general, a bankruptcy 
filing induces longer work hours per week compared to non-tilers. Thi.s result holds most 
strongly for credit card filers. Finally, we find that the effects of a bankruptcy filing 
persist over time. 

6. Conclusion 

In this paper, w'c estimate a model of the household bankruptcy filing decision, 
using PSID data for the period 1994-1996 and a three year panel covering the years 1984, 
1989 and 1994. The main aim in the paper is to te.st whether medical debts can be 
ascribed as the leading cause of bankruptcy filings. To this end, we first developed a 
classification of households into medical and other debtors. Then we regressed the 
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probability of bankruptcy on medical (and other) debts using a probit model and a hazard 
model. The study finds that while medical debts are significantly related to bankruptcy 
filings, the magnitude is not as high as is claimed by other authors. 

We do not find support for the view that medical debts arc the leading cause of 
bankruptcy filings. In fact, households who are most likely to file arc those with 
primarily other forms of debt, such as credit card or car debts, who also incur medical 
debts. Altogether, a 10 percent increase in debts of these households would cause 
bankruptcy filings to go up by 36 percent on average. A 10 percent increase in debts of 
households with primarily medical debts would cause filings to go up by 27 percent on 
average. 

We find support for the non-strategic adverse events view of bankruptcy. In 
support of the latter, we find that an adverse event such as losing work days due to illness 
significantly increases the likelihood of filing. The paper also draws attention to other 
expenditures incurred by the household that are important in the filing decision, such as 
rents (or mortgages payments) paid per year or the amount of taxes paid (proxied by state 
tax rates). Maeroeconomic conditions like state unemployment rates etc. are also highly 
significant and are positively linked to bankruptcy filings. 

Our study also documents post-bankruptcy impacts on filers. We find that filers 
are significantly less likely to own homes. They are more likely to work longer hours to 
make up for the reduced credit access after bankruptcy. These effects persist for long 
periods of time, and are less significant for medical filers. 
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Tabic 1 


Sample Summary Statistics: 1994-1996 panel 



Mean 

Std. Error 

Head Age 

44.87 

16.50 

White 

.623 

.484 

Head Married 

.512 

.499 

Head Own Business 

.094 

.292 

Total Family 

Income 

42264.46 

51222.29 

Male 

.678 

.467 

Own House 

.576 

.494 

Bankrupt 

.004 

.061 

Medical Coverage 

.605 

.488 

People with Poor 
Health 

.053 

.225 

Length of 

Unemployment 

spell 

1.13 

5.61 

Monthly Rent 
Payments 

1099.29 

9992,89 

Total Debt (1994) 

4495.05 

19645,02 

Monthly Mortgage 
Payments 

553,46 

6127.17 

House Value 

194203.5 

1155690 

Wealth (1994) 

77215.53 

301024,4 

Bankruptcy 

ExemptioiT' 

69396.35 

77776.79 

Unemployment rate^ 

6.12 

1,28 

Per Capita income'' 

21841.38 

3016.29 

Tax Rate^ 

5.41 

2.92 


■ Delta available from blias et al, How to File for Chapter 1 Bankruptcy, various editions 
' Data available from Bureau of Labor Suuislics 

^ Data available from Census 

■ Data available from National Tax Foundation 
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Table 2: Profile oF Filers and Non-Filers (percent) 
1994-1996 Panel 



Filers 

Non-Filers 

Male 

65.8 

68 

White 

63.5 

62.3 

Married 

47.0 

51.2 

Own Business 

1 5.2 

9.4 

Own House 

36,4 

58 

Medical Coverage* 

47.0 

60.6 

Unemployed 

10.5 

7.5 


*This variable is constructed using identifiers tiisciissed in the text. 
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White people more likely Unmarried more likely 



Less Educated more likely Males more likely 



Younger more likely 


•’ Ihe numbers represent the percent of filers within each category. For c.xamplc, WHITB represents the 
proportion of WUnif Bankrupts out of all WHITES. 
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Table 2A: Tracking Health Shocks 
1994-1996 Panel 


Year 

Bankruptc 

ics 

(percent) 

Bad health 
(percent) 

Medical 

Debt/Income 

(percent) 

Average Family 
Income 

MEDICAL! 
(Number who 
claimed 
medical debts 
as the primary 
reason for 
taking a loan) 

MEDICAL 
(Number 
who 
claimed 
medical 
debts as the 
reason for 
taking a 
loan) 

1 994 

0.44 

5.39 

0.21 

41663.05 

34 

69 

1 995 

0.5 1 

5.25 

0.31 

43301.91 

36 

72 

1 996 

0.19 

5.32 

0.24 

44531.26 

3S 

73 


1984-1994 Panel 


Year 

Bankruptc 

ics 

(percent) 

Bad health 
(percent) 

Medical 

Dcbi/Incomc 

(percent) 

Average Family 
Income 

MEDICALI 
(Number who 
claimed 
medical debts 
as the primary 
reason for 
taking a loan) 

MEDICAL 
(Number 
who 
claimed 
medical 
dcbt.s as the 
reason for 
taking a 
loan) 

1984 

0.11 

7.0 

0.07 

24100.54 

22 

46 

1989 

0.42 

5.5 

0.12 

33181.01 

31 

59 

1994 

0.35 

6.6 

0.18 

39595.28 

ri8 

75 


Noie; Summary stali-siius tor liic year 1994 vary across the t\v<r panels due to dirfcrericcs in sample si/c and 
observations used, 
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Bankruptcies 


■ a -Bad he^th 



—a --- Bad hea(tt> 


— ^Prinwy 
Reason for 
Loan: Medical 
Debt (percent) 


Note: These graphs include some yeai-s that are not part of the sample used in the 
regressions. 
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Table 3 


Probit Results Explairiint; HoiiseholJ Bankruptcy Filinas: Marginal Effects: 1 994-1996 



(1) 

(2) 

(3) 

(4) 


1994-1996 1' 

^94-1996 1994-1996 

994 and 1996 

Age 

G.0003 

0 . 0002 

0-0002 

0. OUOI 


(.105) 

(.203) 

(.149) 

( . 562) 

Age Square 

-4.54eKlO" 

-3.82x10"^ 

-4.39x10-"^ 

- 1 . B 4 X 1 Q ■' 


(.033) 

(.075) 

(.050) 

(,'108) 

Male 

.0003 

0.0007 

0.0004 

0.0006 


( .800) 

(.574) 

(.719) 

( . 67 3) 

Wh i te 

0.0009 

o.ooos 

O.OOOS 

0.0017 


(.467) 

(.473) 

(.499) 

( .261) 

Education 

-0.0002 

-0 . 0003 

-.0003 

-0.0002 


( .203) 

{ .130) 

( . 127) 

(.419) 

Married 

0.0008 

0.0005 

0.0005 

-.0013 


(.607) 

(.734) 

(.700) 

{0.455) 

Number of Childreu 

.0003 

.0004 

.000^1 

O.OOOS 


( .360) 

( .243) 

(.237) 

( .106) 

Own Business 

0.005 

0.0049 

0.0048 

0 . 0 (.) 4 


( .080) 

(.079) 

(.082) 

(.205) 

Wealth { '000) 

-.00003 

- .00003 

-.00003 

-.00 0 


( .002) 

( .006) 

( .000) 

(.000) 

Own House 

0.0007 

0.0004 

0.0004 

O.OOi 


( . 647) 

(.7//) 

(.759) 

(0 . iOO) 

Medical Coveraqe 

-0.0014 

-0.0015 

-.0016 

-0.002 


( ,202) 

(.153) 

(.143) 

(0.128) 

MEDICAL* unemployed 

4 . ,16x10"" 

5.98x10'’ 




( . 469) 

(.284) 



MEDDEBT/ Income 

.008 



0.01 1 


(.034) 



{0 . 025) 

MEDDEBTl / Income 


0,0002 





{ .000) 



Bad Heal th* Debt / 1 ncome 


.0002 





( .000) 


DEBT/Income 

7.66x10'*' 

7.02x10'* 

7.06x10'* 

7.16x10" 


(.006) 

( .016) 

(.016) 

(.019) 

(DEBT/Income) ^ 

-7.45x10 

-6.62x10'*“ 

-6.68x10"* 

-6.93x10''* 


(.005) 

( .017) 

(.017) 

(.022) 

Rent 

6.20x10'" 

4.29x10'" 

4.26x10'" 



(.020) 

( .200) 

(.202) 


Weeks Missed (I lines 

s) 0.0001 

0.0001 

0.0001 

0.0001 


(.041) 

{ .048) 

< .048) 

( . 009) 

state PCI 

2.32x10" 

l.SlxlO'' 

1.13x10"' 

-3. 2 3x10 '■ 


( .937) 

(.952) 

(.970) 

(.297) 

State Exemption 

2.85x10'’ 

3.12x10'’ 

2.72x10"’ 

2.43.x,l0 "• 


( . 426) 

(.629) 

(.429) 

(.606) 

State Tax Rate 

.0066 

.0064 

0.0065 

0.002 


( .004) 

( .005) 

( .006) 

(.249) 

State Unemployment Rate -003<! 

0.0030 

0.00 30 

0.003 


( .041) 

{ .070) 

( .070) 

( .099) 

Observat ions 

13259 

18259 

18259 

110 5 6 

1. p-val'jes in p.are 

nt.heses 




?. . A.] i regress i ons 

include a cons La 

nt, state and 

t.rme duiTmie 

; 

3. All regressions 

use PSin wGight.s 

, and the star 

dard errors 

are corrected 

using the Hnberu 

Wti 1 ce pf'ocedura. 

•wh i ch all ows 

error term.s 

lor the same 

household to be 

correlated over 

t i me . 
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Table 4 

Probit Results Explainiim Household Bankruptcy Filings: Marainal ElTects 
1 984- 1994 (3 years) 



(1) 

(2) 


(3) 

hqe 

0.0002 

G.OOOl 


.0001 


{.28 1) 

(.404) 


i . 385) 

Age Square 

-3.28k10 

-2.78x10-" 


-2 . 8 i xl 0"^ 


(.104) 

(.149) 


( . 148) 

Male 

-.00002 

-.0001 


.0003 


( .985) 

( . 90 6) 


{ .790) 

Wh i t. e 

G . 0005 

0.0006 


.0008 


{ . 652) 

(.575) 


(.414) 

Co 1 lege 

-0.0026 

-0.0022 


- .002 


{ .006) 

(.024) 


( .003) 

Married 

-.0011 

-.0008 


-.001 


( .410) 

(.507) 


( . 310) 

Own Business 

0.0047 

0.0044 


.005 


( .097) 

( . 104) 


( .099) 

Wea L th { ' 000 ) 

-.00003 

- .00003 


-.00004 


( .000) 

{ .000) 


( .000) 

Own House 

o 

o 

o 

0.0005 


.0005 


( .720) 

(.668) 


(.632) 

Medical Coverage 

.0009 

.0006 


.0003 


( .555) 

( . 6.50 ) 


( . 800) 

MEDDEBT/ Income 

.015 





(.010) 




MED[)EBT1/ Income 


.011 





( .106) 



Bad Health 




.002 





( .079) 

DEBT/ Income 

4.89k10 ^ 

5.26xl0'-' 


4 .83.'<10'” 


( .020) 

(.022) 


(.025) 

(DEEiT/Income)'- 

“4.01x10' 

-4.59xl0'’'' 


-4.23XU}'"' 


(.046) 

{ .046) 


(.021) 

Weeks Missed {Illness) 

0 . OOu i 

0.0001 


.0001 


(.022) 

(.015) 


( .021) 

State Dummies 

Yes 

Yes 


Yes 

Obse rvations 

19339 

19339 


20671 

1. p-va,Lues: in parentheses 




. All regressions 

i no 1 ude a 

constant, state and time 

dumcn i, 

e.s 

3. A!! regressions 

use FVSfD w 

eights, and the standard 

error 

s are 

corrected using 

the Huber/ 

White procedure, which allows 

error terms 

for the same househoid to 

be correlated over time. 
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Table 5: Cox ProDortional Hazard Model 

Results Exolaininu Household Bankruptcy Filines: CoefFicients 1994-1996 


(1) 

12) 

Age- 

0.092 

0.088 


(.Ob-I) 

(.606) 

Age Square 

-.001 

-.00) 


(.023) 

{ .030) 

Male 

-.269 

-.190 


(.352) 

(.518) 

Wh i Le 

.215 

0..241 


{ -443) 

( .391) 

Education 

-0.049 

-0.013 


(.269) 

(.778) 

Married 

.208 

.283 


(-530) 

(.379) 

Own Bu Cl nee 3 

0.631 

0 .906 


(.055) 

( .005) 

Own, Fiouse 

-.819 

-.045 


(.009) 

(.893) 

Medica.l Coverage -.216 

-.216 


(.357) 

( . 353) 

MEDDEBT/ Income 

i •lO'l 
(.001) 


MEDDEBTl/ Income 


.028 
( .000) 

DEBT/ Income 

.0011 

.001 


(.004) 

( .000) 

(DEBT/Income) ’ 

-1.39x10" 

-1.15x10'’ 


( .000) 

( .001) 

Weeks Missed (Illness) 0.018 

0.017 


( .004) 

(.006) 

.State Dummies 

Yes 

Yes 

Observat i ons 

22175 

22175 

1, p ^'aiues i 

n parentheses 


?. Ail r eg res 

slons include a consr,: 

inr. , state and time dummies 

3 . Ail regres 

fiions use PSID weights 

and the standard errors are corrected 

using the 

Hutoer/White procedu.ee. 

which allows error terms for the same 

house hoi d 

CO be correlated o'/er 

r ; me . 
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Tabic 6: Cross-Section Results 

Probit Results Explaining Household Bankruptcy Filings: Marginal Fiffccts 

1994 


Age 

0.0002 


(.627) 

Aqe Squa re 

-1.77xl0-' 


(.581) 

Md J e 

-0.001 


(.507) 

Wh it; e 

0.001 


(.546) 

Co-l 1 eqe 

-0.0026 


( .006) 

Ma tried 

-0.002 


(.303) 

Own Business 

0.011 


(.129) 

Weal th ( ' 000 ) 

-.00007 


(.000) 

Own. Hods':? 

0.003 


(.290) 

M G d L c a 1 C ‘ C) V e r a q e 

.001 


(.290) 

MEDDEBT / T ncome 

.017 


( .051) 

DEBT/ Income 

. 00001 


(.001) 

(DEBT/ Income)'' 

-9.5x10’“ 


(.002) 

Weeks Missed (Illness) 

0.0002 


( .004) 

Observa t, i.oas 

6356 


1. p values in parentheses 

2. All req 1 e:;'3 1 orts 'include a constanc 


3. All regros'.si ons use PSTD weights, and the standard errors are corrected 
using the Huber/White procedure, which a':3<,.ws error terms for the same 
household to be correlated over time. 
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Tabic 7: Economic Impaci 

(Based on Average Sample Filing Rate of 0.4 percent) 



Change 

Percent 
Fi 1 inq 

Change in 
Rate 

Number 
of filin' 

Educ^X. ion 

year 

-7.5 


-97,500 

Fair^ily Wealth 

+$1000 

-0.7b 


-9750 

Ren t /Mortgage 

•CO- 

o 

o 

o 

0.1 


1500 

MEDDFBT/Income 

+10 percent 

36 


463,000 

MEDDF.BTl / 1 ncoriie 

+10 percent 

27 


3 5 1,00 0 

Missed Work 

+1 week 

2.5 


32,500 

Tax Rate 

+0.1 percent 

15 


o 

o 

Unernp 'Loymeni:. Rate 

+0.1 percent 

7 . 5 


o 

o 


** Based on bankruptcy lllingraic of 1.3 million 
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Tabic 8 

Results Explaining Consequences of Household Bankruptcy Filinas: 1994- 1 996 


Dependent: . Vans 
Own House'' 
Own House' 
Own House 
Own House 


Independent .'Vars 
Lagged Bankcupt 
Med.i cal Bankrupt 


Marginal .Elf 
-0. II* 


Cred.itCard Bankrupt -0.14*** 

JobLoss Bankrupt -0.17**-* 


Coe f 


ts 


Hours worked Lagged Bankr'upt 
fi ours VV o r k e d ■' C r e d i t c a r d Ba n k r u p t 
Hours Worked Medical Bankrupt 


2 . G H * * 


-2.3/ 


Persistence of Effect 


Own House* 
Own fiouse' 


Lagged Bankrupt90 -0.085** 

Lagged Bankrupts^ -0.082** 


Hours Worked Lagged BankruptOO 
H o u r 5 Work e '.i La gg c d B a n k r u p 1 8 4 


2.53** 

2 . 6 1 * * * 


***signi t'icant at 1 percent * -significant at 5 percent * s ign: f leant 

at 10 percent 

Notes 

1. Regressions e:-5tiinated using a probit model. Own House Is a dunmy equal to 
I if the household owned a hone in year t, and 0 otherwise. Hours worked 
measures the average work hours per week for the household head in any 
year. The standard errors are corrected using the Huber/White procedure, 
which allows error terms for the same household to be correlated over 

t ime . 

2. Regre-So i estimated using Random Rffects GLS model. 

3. All regressions include a constant and time dummies, and controls for 
head age. se.v, race, education, marital status, wealth, dc-bt anrl income 
levels. Controls are also included foe state-level mac roeconon-i i c 
condU.lonu uu-.'h os state tax cates, per capita incomes and unenp 1 oyment 
rates. Orhe: state-level unobsorvable.s are captured through use of 
state diimmi e.d . 

4. Lagged Fkinkrupt Is a dummy variable equal to 1 it' the i nd i. v i dua ■ ha'd 
filed for iijankruptcy at any time before 1994. Lagged BankruptiH) is a 
dummy oquril to I if the individual filed between 1990 and 1994. tagged 
BankruptRI i .s similarly equal to I if the individual filed between 1984- 
1994. Medical Bankrupt refers to those subset of filings where the 
primary reason for filing was medical debts. CceditCard Bankrupt refers 
to those n, lings where the primary reason was credit card debt. Job l.oss 
Bankrupt refers to those filings where the primary reason was job Loss. 

5. All regre-t'S 1 ons use PS f D weights. 

6. These resuito hold even it we look only at the years 1994 and 1996, 
aliowlng for groacer variation in the right -hand side v.3 r i.ab es . 
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' Homestead exemptions refer to exemptions against equity in owner occupied homes. 
Personal property exemptions refer to exemptions taken against cars, jewellery etc. 

' http://wwvv,abs-cbnnevv,s.com/storypagc.aspx?StoryId= 1 7748 

’ Households’ financial benefit from filing for bankruptcy under Chapter 7 is the value of 
debt discharged, and their financial cost is the value of non-exempt assets that they must 
give up. Households' net financial benefit is the difference between the two. 

'* A re-examination of their data by Dranovc and Milicnson (Health 

Affairs, 25. no. 2,2006), suggests that medical bills arc a contributing lactor in personal 

bankruptcies in only 1 7 percent of ea.scs. This is again based on just the survey of filers. 

’ 7'hcy include as medical debtors people who cited any form of addiction or uncontrolled 
gambling, or had experienced the birth or death of a family member. The respondents 
included low-income people who had no jobs (not necessarily due to illness), had low 
earnings in the past, and other unpaid debts. 

http://www.kff.org/new.smedia/upload/737 1 .pdf 
’’ http://www.emwforg/usr_doc/837_Doty_socing red _mcdical_debt.pdf 
^ Thus in year 2000, with an average family income of 530,000, this would mean that 
5600 in medical debts would be classified as a “high" level of debt, pushing people to 
file for bankaipicy. However, as pointed out by the United States Taistce Program, the 
average level of medical debt among bankruptcy tilers was $2600-this figure too was 
skewed upwards by the fact that a few debtors had medical debt in excess of 550,000. 
http://vvwvv.usdoj.gov/ust/press/articles/abiOloctnumbcrs.html 
’ The United Stales I'rustee Program is a component of the Department of Justice 
responsible for overseeing the administration of bankruptcy eases and private trustees 


40 


VerDate Nov 24 2008 14:36 May 25, 2010 Jkt 056473 PO 00000 Frm 00258 Fmt 6633 Stmt 6633 S:\GPO\HEARINGS\56473.TXT SJUD1 PsN: CMORC 


2 



253 


under 28 U.S.C. §586 and 1 1 U.S.C. § 101, e/ sea . It consists of 2 1 regional U.S. Trustee 
Offices nationwide and an Executive Office for U.S. Trustees (EOUST) in Washington, 
DC. “The Class of 2000: Bankruptcy By the Numbers” 
http;//ww'w.usdoj.gov/ust/prcss/articlcs/abiO I octnuiTibcrs.html 

Gross and Soiilclcs (2002) do not find lack of health insurance to be a significant 
predictor of bankruptcy. 

" 1984 is the first year for which the household reported a bankruptcy filing. We realize 
that there arc potential cn'ors associated with imperfect recall, but are constrained to work 
with the given data, 

' ' A possible reason for the low percentage of insured individuals could be that the 
survey question on medical insurance asks respondents if they were covered by 
Medicare, Welfare, Medical Services etc, but it may not ineludc private insurance or 
employer provided insurance, and it does not include Medicaid. More detailed questions 
on health insurance were asked in the surveys after 1999. 

As far as possible, we try to include only cases where the loan was taken prior to the 
filing. This is true for the 1 994- 1 996 panel. For the 1 984- 1 994 panel, we have had to 
classify as medical all those who ever reported taking a loan for medical reasons, since 
we do not have data on when exactly the loan was taken. This is likely to make our 
measure of MEDICAL somewhat noisy for that panel, though we do not think this a big 
problem since if households did resort to taking a (recent) loan for medical reasons, they 
arc likely to have been experiencing medical problems and accumulating medical bills for 
some time. 
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' * This question is asked of all bankruptcy filers as well as non-tilers. About 4 percent of 
bankruptcy filers had taken a loan to repay medical debts, while 13 percent had taken a 
loan to repay credit card debt. The ratio of medical filers to credit card debt filers is thus 
around 30 percent. This is approximately the same proportion as the number of people 
who filed for medical cost reasons to the number of people who tiled for credit card debt 
reasons (32 percent). Of all those who we classified as MEDICAL, about 1 percent filed 
for bankruptcy. 

Wc could also create a w'cighted average of all these characteri.stics for each individual, 
and assign MEDCOVER a value of I only when more than 50 percent of the criteria arc 
met. 

How to FUo for Chapter 7 Bankruptcy. Elias, Stephen, Renauer. Albin and L.eonard, 
Robin (Publisher: Nolo) 

State Maximum Marginal Tax Rates change fora few states for every year in the 
sample. 

Interestingly, this is close to the number derived by Fay ct al (2002) of 8 percent. 

The average number of weeks missed was 1. 

Surprisingly, Fay ct al (2002) do not find a significant impact of adverse events such as 
unemployment spells experienced by the household head in the previous year or health 
problems. 

'' As a robustness cheek, vve tried dropping a few variables, like MEDCOVEiR, 
MEDlCAL*UNEMPLOYED from the model, but the results did not change. 

" This is obtained by dividing the percentage point marginal effect by 0.4 , the average 
filing probability. 
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This is similar to results reported by Fay et al (2002) 

The p-valuc associated with the coefficient estimate is 0.80, but is much higher for the 
marginal effect. 

This further suggests that estimates obtained by Fay et al (2002), who assume constant 
debt levels between the five year periods may be biased downwards as well. 

Again, in this case, no significant coefficients could be estimated for MF.DDFBTI. 

These results hold when we use instruments for the bankruptcy variable, such as the 
state bankruptey exemption. This variable is positively correlated w'ith bankruptcy filings, 
but is not likely to be correlated with home ownership. (For our sample the correlation Is 
close to 0). 

If we take business ownership as the dependent variable, the coefficient on lagged 
bankruptcy is positive and significant (at 10 percent) only if we include all cases between 
1980 and 1994. There is no short-term impact of a filing on busincs.s ownership. Another 
variable that we tried is insurance coverage. In this ease, there is a negative and 
significant effect of previous bankruptey filings (LAGGED BANKRUPT) on health 
insurance coverage. 
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Chairman Whitehouse, Ranking Member Sessions, and Members of the Subcommittee, thank you for the 
opportunity to submit written testimony regarding the role of pre-bankruptcy credit counseling as it 
pertains to people fifing for bankruptcy due to medical debt. I am president and CEO of GreenPath, a 
501(c)(3) non-profit credit counseling company that has been in business since 1961. We are a national 
provider of credit counseling, financial education, housing counseling, and bankruptcy counseling and 
education. In 2008, we provided pre-bankruptcy counseling to about 185,000 consumers. 

At GreenPath, our counselors interact with consumers in a one-on-one counseling session. We believe 
that our pre-bankruptcy counseling serves two very Important purposes: 

1. it enables consumers make an informed decision about bankruptcy. 

2. It gives consumers the budgeting foundation they need to successfully emerge from the 
bankruptcy process. 

Making an informed decision about bankruptcy may be a non-issue for people who are forced to file for 
bankruptcy due to a medical tragedy. That was clearly the case for Kerry Burns because she knew that 
filing for bankruptcy was the right decision for her. 

However, I would like to discuss the second purpose in more detail. Pre-bankruptcy counseling is the 
only time in the bankruptcy process when the consumer has an opportunity to talk to a non-profit 
counselor in a one-on-one format. At GreenPath. we strongly believe that this is a significant opportunity 
to provide budgeting and money management assistance to help ensure that the consumer Is able to 
manage their financial obligations — whether or not they file for bankruptcy, and regardless of the reason 
for their financial crisis. 

Bankruptcy alone is not a solution to a consumer’s financial problems, if someone is being forced to file 
for bankruptcy due to medical debt or any other reason, they are doing so because they don't have 
enough income to pay their bills. And after the bankruptcy is filed, they still have commitments to pay 
their bills and ongoing household expenses. What a benefit it is for these consumers to be able to talk to 
a counselor. Someone who can help them develop a budget and a plan for how they can live their life 
moving forward without going further into debt. This is an immensely powerful opportunity, 

In the case of Chapter 13 bankruptcy, consumers must adhere to a payment program and continue 
paying down their debts through the Chapter 13 trustee. As they live their lives and deal with unexpected 
expenses, staying on a Chapter 13 payment program can be extremely difficult. This is why so many 
Chapter 13 bankruptcies fail. According to a 2007 study by the Federal Reserve Bank, nearly 20 percent 
of Chapter 13 bankruptcies are dismissed without ever obtaining confirmation of even one plan. Overall, 
less than 40 percent of Chapter 13 debtors actually receive a financial fresh start by having their debts 
discharged. A study by the National Bankruptcy Research Center, published in the American Bankruptcy 
Institute Journal on October 9. 2009, indicated that dismissal rales were 1 3.7 percent lower for Chapter 
13 filers who received pre-bankruptcy counseling. 

I have always believed that truly effective counseling can only be achieved through one-on-one 
interaction with consumer and counselor. If all providers of pre-bankruptcy counseling are not providing 
one-on-one counseling, assisting consumers in developing a budget, and providing them with an action 
plan, then maybe we need to raise the bar. Let’s not throw the proverbial baby out with the bath water. If 
you believe that the current counseling process does not provide enough value for medical debt 
bankruptcy consumers, let's improve the current counseling process. Let's ensure that ALL consumers 
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filing for bankruptcy have a pleasant, non-judgmental experience that adds value and helps them 
successfully manage their finances --- now and in the future. 

Chairman Whitehouse, Ranking Member Sessions, and Members of the Subcommittee, thank you for 
organizing this hearing and working to ensure that people going through bankruptcy receive the 
appropriate assistance. I would be pleased to work with the Subcommittee as you move forward with this 
issue. Thank you for your consideration. 


VerDate Nov 24 2008 


14:36 May 25, 2010 Jkt 056473 PO 00000 Frm 00264 Fmt 6e 


Sfmt 6633 S:\GPO\HEARINGS\56473.TXT SJUD1 


PsN: CMORC 



259 



Credit Counseling Value Study 

May 2009 








260 


Credit Counseling Value Study 
By The Numbers 

Moncv Management International Financial Education Fountlation in collaboration with the 
National Bankruptcy Research Onrerand Experian recendv completed the second phase of 
a comprehensive study of the value of Credit and Bankruptc\' Counseling. Unprecedented 
access to millions ot consumer’s experiences covering a six vear period has vieided 
ex trao rdi n a r_\' fi n d i ngs : 


major hndings: 

1 43.1% - *i‘he decrease in the bankruptcy tiling rate of counseled ct)nsumcrs 
entering a debt management plan versus those who did not enter a plan. 

2 XS.2% Th e percent ot consumers receiving counseling and issued a pre- 
filing bankruptcy counseling certificate that found thes did nor neet! to hie for 
bankruptcy. 

3 T.X»%- The* average credit score improvement for consumers who received 
pre-filing bankruptcy counseling and did not file tor bankruptcy. 

4 0 . 68 % 1 he average credit score improvement tor consumers in a control 

group who did not receive counseling from 2dfi6 to 201 18. 

5 O.S% The average incremental credit score improvement for consumers 
receiving bankruptcy counseling and who subsc<.]uenily received debt relief from 
bankruptcy. 

data source.s: 

1 . XO.'Z mlUioxi. 'fhe number of bankruptcy records ucilizcti from the 
National Bankruptcy Research Center. 

2. 2.7 xKtXllioKi. - T he number t>f counseling records examined in the 
study from four large agencies. 

3 XmllUoxx- The number of randomly selected credit reports and scores 
used as a nati<.)nal sample. 

4 866 -tlxouBcajidL - The number of credit reports pulled from 
consumers receiving pre-bankruptcy counseling. 


X concju.sion; 

1. Pre-filing credit counseling is of significant value to consumers 
whether thev file for b.mkruptcv or they do not. 


No! nr: the intoniKirinn fiiruished herein h\ NUKHC sliiilt nol he iltipUvaied. published, or diselosed in n hole nr pon. or used 9 
for oiher purpo'-e'.. v.nhont the jirior n iinai permission of NHKRC 
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About the Participants: 
NBKRC 


The National Bankruptcv Research Center (NBKRC) is the premier source for the 
most current bankruptcy research and statistics. The NBKRC provides industry 
leading analytics, prov iding micro- and macro- level insight intt) the ev ents that occur 
during the lilecycle of a bankruptcy case. Subscribers inclutlc analysts, financial 
institutions, government entities, universities, and members of the media. The 
NBKRC bankruptcv database contains complete information dating back to 199.S. 

MMI Fotindation 


Founded as an extension to the education and counseling Monev .Management 
International provides, the ,MMI Financial tiducadon Foundation operates to educate 
the general public on sound personal financial skills and money management 
principles by partnering with national organizadoas that develop, deliver, and support 
programs that teach those skills and principles, as well as by, sponsoring research 
projects into personal financial issues of national importance. 

Acknowledgement's: 

E.xpcrian contributcrl to Phase 2 of this study by providing expertise and detailed 
information about the credit profiles and behaviors of the consumers in the sample, 
The analysis was comlucted using VantageServre as the credit scoring benchmark. 
VantagcScore is the first single credit scoring model to be developed jointly by all 
three national credit reporting companies to deliver a highly predictive, consistent and 
easy to understand credit risk score. For more information about lixpcrian, please 
visit http: //vvwvv.c.xpcrian. com. 

In addition, we w-ould like to thank the credit counseling agencies for participating in 
the study, further demonstrating that financial counseling makes a difference. 

For further information on the study, please direct correspondence to: 

Steve Bucci Manuel Quioguc 

MMI Foundation .Lundquist Consulting, Inc. 

(40I)468-71().f (650) .542-9486 .x204 

stev c.l:)uccvt t nuuifi iqnd .inon.oru n Ky.aoviiei’tf uirukjUiM consul: rtiu.ci ■rn 


(VVtffVr. T'/ft infcnudlinii jitnnslu’d hch-(ii h\ NHKRC shall not he duplicawd. puhlfshcd- or disclosed in whide nr pun, nr n si il 
[nr nrher piirpnsf.s. u iihnii} ihr />rinr nriiien permissi(Hi ol NBKRC. 
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I. General Overview 

This study provides insight into the effectiveness of counseling or briefing programs 
offered through credit counseling agencies, including: (1) credit counseling, (2) pre- 
bankruptc)' filing counseling, (3) pre-discharge education, and (4) debt management 
programs. 

These programs provided consumers with knowledge and skills to effect a change m 
their personal financial managemcni, including credit behavior resulting in improved 
credit profiles and scores. 

Specifically, an analysis ol consumer Vantage scores and credit attributes 
demonstrated that cons timers who received credit counseling or prc-bankruptc) 
counseling were in a better hnancial position two years later tlian those who did not. 

Consumers who received pre -bankruptcy filing counseling and did not file 
bankruptcy also showed significant improvement in credit behavior as demonstrated 
by key indicators. 


II. Background on Counseling Programs 

Prior to the Bankruptcy Abuse Prevention and Consumer Protection Act (BAPCPA), 
credit counseling agencies offered the following types of assistance to consumers in 
financial distress: 

1. Credit Counseling 

• Assistance with goal setting, budgeting, financial management and 
understanding credit. 

• Assistance with mortgage, reverse mortgage and other housing issues 

• A majority of those ctiunscled took guidance from their counselor and 
continued to manage their debt on their own. 

■ Prior to BAPCPA, there was no rct|uircment for a credit counseling or 
briefing session prior to filing for bankruptcy. 

2. Debt Management Program (DMP) 

■ ,'\ DMP is a struemred repayment plan offered at the conclusion of a credit 
counseling sessions for consumers who harm significant unsecured debt and 
cannot meet the current minimum payments on their obligations. 

• Credit counseling agencies work with creditors on behalf of their clients. The 
credit counseling agency may negotiate concessions with creditors that arc 
beneficial to their clients, such as lower interest rates, reduction in fees and 
minimum monthly pavmciu requirements. 


e I hr htfontuiiii’ii Jnmi.shtfil hcri’in In NfiKRi shall imi hr ilnplH iiu il. piibli.sheii i/r (list lined in whnir nr pan. or used ^ 
for mher purposes, widwiii the prior nriUt n pernnssion of IS'lfKRC 
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BAl’C’PA was enacted on October 17, 2005. C7nc of the kc\' provisions ot the 
legislation was to require credit briefings or credit counseling sessions for all 
consumers who filed for personal bankruptcy. 

A consumer who is in a financially precarious position and is looking to file 
bankniptcy must provide evidence of having received counseling Irtim a credit 
counseling agency approved by the Exccudve Clfficc ot the I'nited States Trustee or 
seek an exemption from the counseling rct|uircnicnt from the bankruptcy court. In 
either scenario, consumers who file bankruptcy-, have to complete a pre-discharge 
education course to get a discharge from bankruptcy. 

1) Credit Briefing (Pre-filing bankruptcy counseling) 

■ A credit briefing session required for consumers in anticipation of filing a 
personal bankruptcy petition. This session must be provided by an approved 
non-profit budget and credit coun.seiing agenev 

■ Specific criteria regarding this requirement can be found at w wAv.usdoi.gov 

2) Discharge Education (Pre-discharge Education) 

■ An cducadonal session to emphasize fiscal responsibility prior to debts 
being discharged. 


Ill- O verview of Re sults 


There were two components to this studv identified as Phases 1 and 2. A high level 
summary of these phases is listed below: 

1. Phase 1 

■ The goal of Phase 1 was to provide msight into the effectiveness of pre and 
post B/VPCPA programs by examining changes in consumers’ financial 
profiles and bankruptcy filing rates. 

■ The study collected data from 4 large credit counseling agencies which 
prtH'idcd counseling to consumers located all across the l..Uiircd States. A total 
of 2.7 million counseling client records were collected, the majority' of which 
were from clients who received counseling between January 199,5 and 
February 2008. 

• To determine bankruptcy filing rates and other bankruptcy related 

information, the consumers were matched against a national bankniptcy 
database. 

2. Phase 2 

■ T he goal of Phase 2 was to provide insight into the cffEctivencss of post 
BAPCPA programs by e.\amtnti-ig changes in consumers’ credit profiles and 
V'antage scores. 


Notice: The itilonnuiiiiii herein hv NUKItC stnill not he diii>linited. inihlislietl. nrditi lnsed in whole or pari, nr used (3 

for tidier piirposiw. n idiom die prior written pennission oj NltKRC. 


VerDate Nov 24 2008 


14:36 May 25, 2010 Jkt 056473 PO 00000 Frm 00270 Fmt 6633 Sfmt 6633 S:\GPO\HEARINGS\56473.TXT SJUD1 PsN: CMORC 


Z 



265 


• During this phase, the study was cxpandcti to look at the entire lifecycle of the 
consumer from the time of pre-filing counseling until two t ears after 
counseling. 

• Credit profile information, was obtained from a national credit bureau 
(Experian) which provided Vantage Scores and Stagg (Statistical Aggregate) 
variables. 


3. Future Phases 

In the future, additional phases will be considered. These include 1) anaKzing 
other comparison groups such as pre-BAPCFA credit counseled consumers and 
2) surveving consumers to collect information about their experiences with credit 
counseling and pre-bankruptcy filing counseling. 


Phase 1 Summary of Results 

1.1 The average debt per consumer was greater after 2005 than before 
the enactment of BAPCPA. 

1.2 Filing cates for consumers seeking credit counseling increased from 
20.7% pre-BAPCPA to 30.1% post-BAPCPA. 

Pre-filing bankruptcy counseling consumers had a filing rate of 
84.8%, i.e., 15.2"/o of all clients receiving pre-filing counseling did 
not file bankruptcy during the study period. 

• The increased filing rate can be partially attributed to the larger 
debt burdens of consumers in post-BAPCPA. 

1.3 Consumers who entered a DMP had a significantly lower incidence 
of bankruptcy filing. 

• It appears that DMPs effectively allow consumers to resolve theit 
financial difficulties withctut having to file for bankruptcy. 

1.4 For those consumers who received credit counseling and 
subsequently filed for bankruptcy, there was a decrease in the number 
of Chapter 7 filings and an increase in Chapter 13 filings. 

■ This finding is consistent with the trends in the national 

bankruptcy chapter distribution. Of note: many consumers who 
would have otherwise filed for bankruptcy sometime after 
October 2005, filed prior to the enactment of BAPCPA causing a 
temporary shift in Chapter distribution. 
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1.5 Credit counseled consumers who filed for bankruptcy had lower 
dismissal rates in comparison to the national sample for both Chapter 7 
(1.6% vs. 2.1 Vo) and Chapter 13 (30.9% vs. 44.6%) filings. 

• Credit counseled consumers are more likely to succe.ssfully 
complete the bankruptcy process whether their debts are 
discharged in a few months through a Chapter 7 bankruptev or 
they enter a multi-year repayment plan through a Chapter 13 
bankruptcy. 

Phase 2 Summary of Results 

Consuiners who received prc-bankrupccy counseling eshibited better 
credit behavior in comparison to consumers who did not receive pre- 
bankruptcy counseling. 

These consumers demonstrated greater improvement in: 

2.1 Vantage scores between 2006 to 2008 

Credit scores for pre-filing counseled consumers, regardle.ss of 
chapter filed, rose 7.69Vo versus 3.65% for non-counseled filers. 
Credit scores for pre-filing counseled consumers who did not file 
bankruptcy after counseling rose by 7.19%. 

Credit scores for a national sample with credit profiles similar to 
those who filed but receiving no counseling and who did not file and 
were not counseled rose 0.68%. 

Credit scores for pre-filing counseled consumers filing Chapter 7 
rose 9 .IV 0 versus 5.5% for non-counseled filers. 

a) V'antage .scores provide a cumuladvc snapshot of the consumers’ 
credit behavior. In addition, higher Vantage scores generally 
allow consumers to access credit at k)\vcr interest rates. 

2.2 Number of delinquent accounts 

Pre-bankruptcy filing counseled consumers had significantly fewer 
delinquent accounts across all types of credit lines — a reduction of 
27.5% for those that filed bankruptcy and a reduction of 25.6% for 
those that did not file bankruptcy. 

■ The lower delinquency statuses appear to indicate that constimers 
who receive pre-bankruptev filing counseling arc better able to 
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manage their credit obligations than those who did not receive 
counseling. 

2.3 Time account maintained in “cuttent” status 

Consumers who received pre-filing bankruptcy counseling 
maintained their accounts in a current status for longer periods of 
time than non counseled consumers. The time since their last 
delinquency/ derogatory status was 6.9 months for filers and 5.8 
months for non-filers. 

■ Consumers who received prc-bankruptcy counseling arc more 
likely to be able to stay current with their accounts. 

2.4 Number of open bankcards at or above assigned credit limits 

Consumers who received pre-filing counseling had a decrease in the 
total number of open bankcards with balances at or above their 
credit limits. Decreases were 62.2% for filers and 66.7% for non- 
filers. 


■ Pre-bankruptev filing counseled consumers appear to evercisc 
more restraint in their use of available credit. 
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IV. Method oiojjy 
1. Data Sources 


Three sources of data for the study were used: 


■ Consumer Data Four large credit counseling agencies 

’ Bankruptcy Data National bankruptcy database 

• Credit Bureau Data Experian 



I'our large credit counseling 
agencies acr<.>ss the United 
states 


Same as Piia^ 


2 . : million consumer records 


:onsurnc 


'lo idenufv clients who received 


To identify clients who rccetv 
credit counseling and pre- 
banlctruprcy Filing counsding 
between May through Julv of 
2004 and Mav through |uiv o 


counseling and pre-bankruptcy 
filing counseling from fanuary, 
1993 through f’cbruary, 2008 
(Some records tall outside this 


National Bankruptcy Database 


Same as Phase 1 


2. Number of records 


10.7 MM consumer records 


Same as }.-’ha,se i 


lo determine if the 2. 


million 

consumers had filed bankruptcy 
Ixira’ecn 2000 and 2(K)8 
To obtain details of the 
consumers bankruprev, if they 
bled. 


Same as Phvise 1 
To identify filers who did n<i 
receive both pre hankrupicy 
filinti counseling and pre 
discharge counscitny <’> 


Ctccift Bureau Data 


I xpc.r«an n inon li d ti ib tst 
\'a.ntagc scores and Stagg 
VariablcsO^ were provided tor: 
o 322 thousand records from 
the credit couosciing 
agencies md nitiond 
ban! rupit\ d u ib is<. 
o Data and scoves von pitllcd 
four times: in 200'' ’004, 
200<i and 200H- 
t million ranklorniv scK end 
consumi r-v 'oj in.. i i inional 
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(*)Non-counse!ed clients 

• Generally, this group woukl have received an exceptjon based on 

extenuadng circumstances to have the pre-bankruptev filing counseling 
requirement waived. 


Vantage Scores®'^' and Stagg Variables^*'' 


■ In order to assess the impact oi credit counseling on the consumer’s credit 
behavior, a national crerlit bureau (lixperian) pror ided Statistical 
Aggregates (STAGGS) and credit scores (\'antage Score) tor analysis. All 
personally identifiable information was masked. 

• Vantage Score, which is used by lenders and available to ctansumers, is a 
credit score developed cooperatively by T.xpcrian and the other national 
credit reporting companies. A total of 130 STAGG variables were 
reviewed across different trade lines. STAGG attributes can be broadly 
categorized as follows: 

o Inquiries and Open Accounts (Ability to get new credit) 
o Balances (Credit behavior) 
o Dclincjuencics and Derogatory (Risk behavior) 
o Consumer demographics (Demographic attributes) 

• STAGG t'ariablcs were available at the consumer level across different 
trade lines such as miartgagc, auto, retail, bankcard, installment, and home 
ec|uicy. 
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2. Study Approach 

The sfudv consisted ot: 

® Identifying the goal Ibr each of the phases 

® kicntih ing groups ot consumers receiving counseling of some type 
® Creating control groups to allow comparisons between consumers who 
recdvcti credit counseling and the general population of consumers who 
have filed for bankruptcy and those who did neither 
® Identifying the time period for data collection 




I>b^e 1 

Sk; 60‘ .Phiisi- J 


i) 

Tht: s,!:t>ai was to j>rovide insight into the 

i) I'hcgoal was ti> provide insight into the 



cFiecfiveness <>1 pre and.post BAPCPA 

effectiveness of post .ICA.PCPA prog.nitns bv 



pt'ogriims hv cxatnitimg changes iti ftnanciai 

examining changes in credit: profies and 



profiles and haokruptev filing rates 

Vantage scores, 



^roijps wiTe cn-aled and shulicd in Phasr t 

l-ipht .n-.Hjps uvr<' rroitcd •ind stii.lti'd iu f>b 




howevcr^tfflly three which focus on pre- i i (i jjg 




iimkruptev counselituv arc proserued in thf; sttulv 


1) 

Prc-BAPCPA 




a) (hcclir ciHinseling consumers 

1) Pre-BAPCPA 



i) I'ilcrs 

a) Credit counseling consumers 



ii) Non-filcrs 

i) I’ilcrs 

■ ;■ 



ii) Non-flcrs 

HImH 



h) Not counseled NCX .) 



a) (..'redit counseling consumci's 

2) PostdiAPCPAf^ 



i) Pliers 

•a) Circdii. counseling consumers 



ii) Non-hlcrs 

i) nicrs 

J 



li) Non-fiers 

'l. \ 


}:•>) Pre-i:>ankruprcy fling counseling 




consumei's 

b) Pre- bankruptcy fling counseling 

HUmUHW 


i) Piicrs 

consumers 

V, 



i) Filers with pre-discharge education. 




ti) F-'ilers with no irre-diseitawc education. 



ii) Non-hiers 

<3) 




iii) Non-filcrs 



•s were further evaluated bv t 



“ 

DMP vs. no-D.MP 

c) NCXX HI 


• 

Cliapter 7 vs. Chapfcr13 

i) Filers with pre-discharge education. 




ii) Filers with, no [:>rc-dischargc education. 
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i ) Si nirce for data: 

a) National bankruptcy database 

..’) Si?:c of datal,>asc; 

a) i 0.7 MM consumers 

\j Source for data; 1 mrn 

a) F.xpcrian credit hviii. ii ^ , i , i i i | 

ot ail LN consumers 

2) Size of database; Ir 

a) 158, tXK* cfmsuiPw!' I’lin' ii , i v ' 

profile ot the pr^ brnkiui'. o 

counseling 

(loMtrol 

grtnjp 

.y) Use of data: 

a) A control group rrom the national 

bankruntcy database holding more than 

1 1). p.iiUion c-onsumers was studied to 
allow a comparison of bankruptcy metrics 
!.>(.;t\vccn consumers who received credit 
counseling and the general population of 
consumers who tiled tor bankruptcy. 

3) Use of data: 

a) Vantage >tcucs <a!J >! t''y ^ i' 'I^I.-n w . re 
also proviticd Im a coruroi erosip or 

1 H8,nfi(! consumers wuh similar creditor 
profiles as those v ho rect ivecl pre 
bankruptev filing coimselmg. 

b) Ocrs(.>nailv Kleiiutiahic mformaiioa was 
removed. 

*1 riuf 
l\iir)iU 

i) The i.imc samples tor each of the studied 
groups were before and after (3ci. 17, 2005. 

1) Time samples for each of the. studied gv(.iups 

were: 

a) 2 years before filirig/cfnmscling (mc;t,sures 
the con.sumcr’s financial sti-i.ti,!,s }.ic.lTU"e 
counseling acK.! Itcforc filing i..>anl‘;.n,![>tc)') 

b) At time of filing/ counseling 
(measinxis the con.sumcr financial status at 
the time f>f counscling/hankTuptcy) 

c) 2 years atier fiiing/counscling 
(measures the consumer financial status 
pt>st counsding/l.iankruptcv) 


(1) Additioaai issues that, were investigated but not .reported in this analysis include: 

■ Whether the bankruptcy ease was eventually dismissed or discharged 

• kVhether the consumer had filed for bankruptcy before 

(2) These groups were evaluated but not ittcludcd in this suidy due to the \^ari;!t.iil.i(y of the niacro 

economic environment. 

(3) These g.i;(.)ups were not evaluated in this study 

(4) .NCC) -Not counseied consumers 

“ Not counseled c(.>nsumers arc file.rs without both pre-bankruptcy hting counse.ling and 
pre-discharge education 

• d’o identify consumers who had not received pre-bankruptcy counseling and/or pre- 
discharge ech.icatiot\, bankruptcy case docket.s were analyzed. 

" Some corjstimers v\^ere given exemptions from either pre-bankruptcy^ cotinseling and/or 
pre discharge education due to exceptional situations such as Hurricane Katrina. These 
con.sumers were thcrcfocc included in the nc>n-counselcd group. Of the 3,61 8 cases 
analyzed, i ,(.) ! 6 cases were from the states of Ltiuisiana and Mississippi where 
exemptions were granted for all filers due to hardship caused bv Hurricane Katrina. 
I'hese cases were excluded from the analysis. 
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V. Detailed Results f or Phase 1 

1.1 The average debt per consumer was greater after 2005 than before the 
enactment of BAPCPA. 


a) filers in 2006 to 2008 had an average debt increase of I vtroi 1 5 1 i .o 
3127,000) for credit counseling consumers and 1 1(>‘‘ mfiotn T ! 'H'll , 
$153,000) for prc-bankruptcy filing counseling consumers. 

b) Those consumers that did not file bankruptcy had average debt increases of 
693'() (from $64,000 to $108,000) for credit coun.sciing consumers anti 163"/i] 
(from $64,000 to 1167,000) for pre-bankruptcy filing counseling consumers. 

Figure 1.1: Average Debt per Client (in thou.sands) by Counseling Type 
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1.2 Filing rates for credit counseling consumers increased from 20.7% pre- 
BAPCPA to 30.1% post-BAPCPA. 

Pre-filing bankruptcy counseling consumers had a filing rate of 84.8%. 
15.2% of consumers who completed pre-filing counseling did not file for 
bankruptcy in the study period. 

The increased filing rate can be partially attributed to the larger debt burdens of consumers in 
postSAPCPA. 

Figure 1.2: Filing Rate by Counseling Type 
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1.3 Consumers who entered a DMP had a significantly lower incidence of 
bankruptcy filing. 

DMPs appear to effectively allow consumers to resolve their financial dijfitmlties without having 
to fiile fior bankniptpi. 

(a) Prior to 2005: 

■ Activation of a DMP decreased the filing rate by 31.5% 
(28.9% to 19.8%) 

(b) Between 2006 — 2008: 

■ For credit counseling consumers: 

o Activation of a DMP decreased the filing rate by 43.1% 
(from 30.4% to 17.3'’/«) 

■ For pre-bankruptcy filing consumers: 

o Activation of a DMP decreased the filing rate by 
58.9% (from 92.5“/.. to 58.2%) 

Figure 1.3: Impact of DMP Activation on Filing Rate (Pre and Post-BAPCPA) 
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1.4 For those consumers who received credit counseling and subsequently filed 
for bankruptcy, there was a decrease in the number of Chapter 7 filings and an 
increase in Chapter 13 filings. 

(a) Between 2006 and 2008, Chapter 7 filings decreased from 78.8% to 

7 1 .8% for credit counseling consumers and 60.4% for pre-bankruptcy 
filing counseling consumers. 

(b) Between 2006 and 2008, Chapter 13 filings increased from 21.1% to 
28. 1 % for credit counseling and 39.5% for pre-bankruptcy filing 
counseling. 

This finding is consistent with the trends in the national bankruptcy chapter 
distribution. Of note: many consumers who would have otherwise filed for 
bankruptcy sometime after October 2005, filed prior to the enactment of BA PC PA 
causing a temporary shift in Chapter distribution. 

Figure 1.4: Chapter Distribution by Counseling Type 
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1.5 Credit counseled consumers who filed for bankruptcy had lower 
dismissal rates in comparison to the national sample for both Chapter 7 
(1.6“/o vs. 2.1 %) and Chapter 13 (30.9% vs. 44.6%) filings. 

Credit counseled consumers wen more likely to successfully complete the bankruptcy process 
whether their debts were discharged in a few months through a Chapter 7 bankruptcy or whether 
they entered a multi-year repayment plan thwugh a Chapter 13 bankruptcy. 


Figure 1.5: Dismissal Rates — National vs. Counseled Clients 
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VII. Detailed Results for Phase 2 


2.1 Part A - The effectiveness of pre-bankruptcy filing is evidenced by a greater 
improvement in Vantage scores from 2006 to 2008 for counseled consumers. 

milage scores provide a cumulative snapshot of the consumers' credit hehamor. In addition, 
higher Vantage scores generally allow consumers to access credit at lower interest rates. 

(a) Pre-bankruptcy counseled consumers who filed 

■ In the worst score band (500 to 600); 

o Improved scores by 50 points from 2006 to 2008. 

o Improved scores 20 points over consumers with no 
pre-bankruptcy counseling and no pre-discharge 
education 

■ Over all score bands: 

o Improved average Vantage scores over all bands by 44 
points from 2006 to 2008, 

b) Pre-bankruptcy counseled consumers who did not file 

• In the worst score band (500 to 600): 

o Improved scores 50 points from 2006 to 2008. 

o Improved scores 20 points over consumers with no 
pre-bankruptcy counseling and no pre-discharge 
education 

■ Over all score bands: 

o Improved consumers’ average scores over all bands by 
42 points from 2006 to 2008. 


Figure 2.1 A: Vantage Score Comparison for Groups Included in the Study 
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2.1 Part B - The effectiveness of pre-bankruptcy filing is indicated by greater 
percentage improvements in comparison to other groups in the study 

a) Credit scores for pre-filing counseled consumers regardless of 
chapter filed rose 7.69% versus 3.65% for non-counseled filers. 

b) Credit scores for pre-filing counseled consumers who did not file 
bankruptcy after counseling rose by 7.19%. 

c) Credit scores for a national sample with credit profiles similar to 
those who filed but receiving no counseling and who did not file 
and were not counseled rose 0.68% 
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2.1 Part C - Credit scores for pre-filing counseled consumers filing Chapter 7 
rose 9.1% versus S.S'/o for non-counseled filers. 

V^antage scores for consumers who received counseling filed Chapter land completed the bankruptcy 
process; displayed a larger improvement in comparison to non-counseled filers. 


Figure 2.1 C: Vantage Score Comparison for Chapter 7 Filings 
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2.2 After bankruptcy, pre-bankruptcy filing counseled consumers had 
significantly fewer delinquent accounts across all types of credit lines — a 
reduction of 27.5Vo for those that filed bankruptcy and a reduction of 2S.6Vo 
for those that did not file bankruptcy. 

The lower delinqimig statuses appear to indicate that consumers who receive pre-hankmptg 
filing counseling are better able to manage tlseir credit obligations than those who did not receive 
counseling. 


(a) Pre-bankruptcy filing consumers showed considerable reducuon in 
the number of accounts with delinquency status after 2 years with 
an overall decrease of 27.5% for filers and 25.6% for non-filets 

(b) The non-counseled group (obtained from the national bankruptcy 
database) only improved by 19.9% 

(c) When compared to the non-counsclcd group, the filers and non- 
filers performed better by 7.6% (27.5‘'/c>-19.9%) and 5.7% (25.6%- 
19.9%) 


Note: Delinquency status included .30 tol80 days late. Credit 
lines included: Auto, bankcard, installment, revolving, retail 
revolving, retail, and home equity. 

Figure 2.2: Improvement in Delinquent/Derogatory Accounts from 2006 to 
2008 
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2.3 Consumers who received pre-filing bankruptcy counseling maintained 
their accounts in a current status for longer periods of time than non 
counseled consumers. The time between their last 

delinquency/ derogatory status was 6.9 months for fliers and 5.8 months for 
non-fliers. 

Consumers who received pre-bankruptcy counseling are more likely to he able to stay current ivilb 
their accounts. 

a) Pre-bankruptcy filing consumers showed considerable 
improvement in the months since last delinqucncy/derogatory 
status after 2 years with an overall increase in 6.9 months for filers 
and 5.8 months for non-filers 

b) The non-counseled group (obtained from the national bankruptcy 
database) only improved by 4.8 months 

c) When compared to the non-counseled group, the filers and non- 
filers performed better by 2.1 months (6.9-4.8) and 1.0 (5.8-4.8) 

Note; Delinquency status included 30 tol80 days late. Credit lines 
included: mortgage, auto, retail, bankcard, installment, and home 
equity. 

Figure 2.3: Improvement in Months since last Delinquency/ Derogatory from 
2006 to 2008 
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2.4 Consumers who received pre-filing counseling had a decrease in the 
total number of bankcards with balances at or above their credit limits. 
Decreases were 62.2% for filers and 66.7% for non-filers 

^re-bankruptcy filing connseU consumers appear to exercise more restraint in their use of 
available credit. 

a) Pre-bankruptcy filing consumers showed considerable 
improvement in their total number of open bankcards with 
balancc/limit ratio greater than or equal to 100 after 2 years with 
an overall decrease of 62.2% for filers and 66.7yo for non-filers. 

b) In addition, the non-counseled group (obtained from the national 
bankruptcy database) only improved 46.4% 

c) When compared to the non-counseled group, the filers and non- 
filers performed better by 15.8% (62.2%-46,4%) and 20.3% 
(66.7%-46.4) 


Figure 2.4: Improvement in Over Limit Accounts from 2006 to 2008 
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Introduction 

I ant a tenured faculty member at the University of Michigan Law School who specializes in 
bankruptcy and commercial law. 1 have conducted research into the rising incidence of elder 
Americans filing for bankruptcy (especially for medical reasons) and on the consequences of the 
2005 Bankruptcy Code amendments (“BAPCPA”).' I have testified previously on these matters 
before the United States House of Representatives Committee on the Judiciary’s Subcommittee 
on Commercial and Administrative Law at its July 28, 2009 hearing on “Medical Debt: Is Our 
Healthcare System Bankrupting Americans?” 

In the interest of saving time, I incorporate my prior testimony by reference and attach it as an 
appendix to this new suinnission. Readers of this testimony would be well advised to read mv 
July testimony first. 

My purpose today is to supplement my earlier testimony and to speak in support of proposed S. 

1 624, the Medical Bankruptcy Fairness Act of 2009.^ I intend to make two quick but 1 believe 
important points. First, lenient treatment of medical debtors in bankruptcy is something on 
which an emerging scholarly consensus is forming, even for those who cling to the increasingly 
discredited “means test” of BAPCPA.^ Second, there is academic support to the perhaps 
counterintuitive proposition that increasing the amount of nondischargeable debt - that is, 
making it tougher to discharge certain bills for debtors in bankruptcy - would actually be 
beneficial to medical (and other) debtors. 


Big Picture Agreement: Medical Debtors. Proncrlv Defined. Ought Be Treated Differently under 
the Bankruptcy Code and Snared Such Burdens as the Means Test’s Presumption of Abuse 

Scholars seem to agree that exempting medical debtors from onerous bankruptcy requirements is 
a non-contentious proposition. This was apparent even at the House Subcommittee hearing in 
July. 'ftTiile there was some disagreement there on how best to define a “medical bankruptcy” 
amongst the scholars present, there was not, in my recollection, disagreement on the broader 
principle of providing relief to these people. 

BAPCPA was designed to ferret out “deadbeats,” who were purportedly abusing the bankruptcy 
system by discharging debts they incurred through excess consumption that they otherwise had 


‘ Bankruptcy Abuse and Consumer Protection Act of 2005, Pub, L No. t09-0, 119 Stat. 23 (2005). 

* Medical Bankruptcy Fairness Act of 2009, 5. 1624, 111th Cong. (2009). 

’ See 11 U.S.C. § 707(b) (2009) (implementing means testing for eligibility to chapter 7 bankruptcy relief). A recent 
empirical study has cast severe doubt on the efficacy and wisdom of the means test. See Robert M. Lawless, 
Angela K, Llltwin, Katherine M. Porter, John A.E. Pottow, Deborah K. Thorne & Elizabeth Warren, Did Bankruptcy 
Reform Fail? An Empirical Study of Consumer Debtors, 82 Amen. Bankr. L.J. 349 (2008). 
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the ability to repay.'* BAPCPA was never intended to make life more difficult for people who 
fell into bankruptcy through no fault of their own but through medically “losing life’s lottery.”^ 

It is therefore imsurprising that scholarly consensus is emerging for the proposition that 
minimizing the onerous bankruptcy requirements on the least morally blameworthy is sensible. 

There of course is some disagreement, as there is in surely many areas in which Congress 
legislates. The specific one on this topic is the narrower question of just how best to define the 
“medical debtor” in need of greater relief. That is an issue on which scholars may disagree, but 
it would be a shame to lose the forest for the trees. Our difficulty in hammering out the details of 
this narrower definitional question should not eclipse the broader recognition that BAPCPA 
sweeps too wide a path in catching these medical debtors, however defined. Surely few if 
anyone would argue that a properly classified medical debtor would gain much by attending a 
mandatory credit counseling session before filing her bankruptcy petition.* 

In this regard, the proposed definitions of S. 1624 seem both functional and workable.’ The 
alternative definitions (based on, e.g., absolute quantity of medical debt or medical debt as a 
proportion of income) target plausible criteria and, more importantly to someone who has 
worked in the bankruptcy trenches, are digestible to practicing attorneys and bankruptcy court 
Judges. Bankruptcy legislation should strive to come up with an accurate definition of the 
problem being addressed, but it also must be workable within a system that depends upon speed 
to provide effective relief. 

Why do some scholars doubt the prevalence of medical bankruptcies? Some lack the academic 
freedom of tenure, beholden to directly or covertly partisan groups with pre-determined policy 
agenda. Some are influenced by industry-funded research. Some are politically result-oriented. 
But then there are some who have genuine academic skepticism over the methodology of the 
seminal studies documenting the incidence of medical bankruptcies.^ It is this last group of 
scholars I wish to engage.’ 


*Sce, e.g., H.R. rep. No. 109-021 (I), at 92 (2005) ("[A] factor motivating comprehensive reform is that the present 
banVruptcy system has loopholes and incentives that allow and - sometimes - even encourage opportunistic 
personal filings and abuse. . . . [SJome bankruptcy debtors are able to repay a significant portion of their debts . . . 
.")■ 

* I first heard this apt metaphor used in this context by Chairman COhen at the July subcommittee hearing. I do not 
know whether he coined it. 

* The average pre-bankruptcy credit counseling session - mandatory under BAPCPA - costs around $50, as does 
the additional mandatory in-bankruptcy debtor education session. See U.S. Government Accountability Of fce, 
Bankruptcy Reform: Dollar Costs Associated with the Bankruptcy Abuse PREvEtmoN and Consumer Protecton Aa of 
2005, 31 (GAO-08-697) (hereinafter GAO Report). The statutory requirements for these counseling sessions is 
found at 11 U.S.C. §§ 109(h) & 727(a)(ll) (2009). 

’ See 5. 1624, supra note 2, § 2(a). 

“ The most recent one that critics have descended upon is David U. Himmelstein, Deborah K. Thorne, Elizabeth 
Warren & Steffie Woolhandler, Medical Bankruptcy in the United States, 2007: Results of a National Study, 122 Am. 
J. Medicine 741 (2009) (hereinafter Harvard Study 2007]. This builds upon on earlier study: David U. Himmelstein, 
Elizabeth Warren, Deborah K. Thorne & Steffie Woolhandler, Illness and Injury as Contributors to Medical 
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Let us assume that these scholars have genuine reservations with the higher-end predictions of 
the medical bankruptcy prevalence of 69%.’° My response - while being clear that I find the 
justifications for those higher measures persuasive - is that even if one takes a more crabbed 
definition of “medical bankruptcy,” the estimates are still high. For example, one recent skeptic 
suggested it could be 27%." If one in four people in financial failure who have to endure the 
humiliating experience of declaring bankruptcy have found themselves there through no fault of 
their own other than bad medical luck, that’s a terrible indictment of our social safety net. 

Indeed, if 1 take just one definition of “medical bankruptcy” (using one close to that proposed by 
this legislation)'^ - medical debts constituting more than $5,000 or 10% of the debtor’s gross 
income - my data suggest 30% of elderly bankruptcy filers would meet this definition. This is 
for a population that should be overwhelmingly covered by the Medicare program. Whatever 
one’s preferred metric, the available evidence suggests that “medical bankruptcies” are prevalent 
and are rising. Surely this trend warrants congressional intervention. 

Academics can quibble over the exact percentages and what definitions arc best to use, but these 
are all estimates. Perhaps better evidence comes from those who see the bankruptcy system at 
work each day. With this in mind, I want to share my anecdotal experience as a still-licensed 
attorney who frequently interacts with other bankruptcy practitioners and judges in this field. 

The vast majority of them will tell you that medical reasons are a big cause of filings that they 
oversee. They will also quickly add that medical reasons are not the exclusive reason. Other 
reasons abound, from job layoffs, to divorce, to sheer financial irresponsibility - even the most 
idealistic consumer bankruptcy lawyers 1 have met admit that more than a few of their clients 
have overspent beyond their means, plain and simple. But the flip side is I carmot recall offhand 
any consumer bankruptcy lawyers 1 have interviewed or met informally who have not mentioned 
medical reasons as an explanation for a sizeable chunk of their filings.'* Like global warming, 
we know it’s out there. Even if it’s hard to measure, wc should do something. 


Bankruptcy, Health Affairs (Millwood), February 2 , 2005 (web exclusive), available at 
httD7/content/healthaffairs.org/cgi/reprint/hlthaff.w5.63vl (Iasi visited July 27, 2009). I explained the 
misguidedness of these attacks in n>y prior testimony. 

* i do this in part to avoid the academic cattiness of having to accuse someone of falling into one of the first three 
categories. 

See Harvard Stuefy 2007, supra note 8, at 741. 

See Medical Debt: Is Our Healthcare System Bankrupting Americans?: Hearing Before the Subcomm. on 
Commercial and Administrative Low of the H. Comm, on the Judiciary, lllth Cong. 10 (statement of Aparna 
Mathur, Research Pellow, American Enterprise Institute) (2009). (Dr. Mathur was making this as a generous 
interpretation of one source of data.) 

“ See S. 1624, supm note 2, § 2(a). 

** These data are discussed in my earlier testimony, attached to toda/s testimony. 

Note the proposed definition in S. 1624 would be even more stringent ($10,000 vs. $5,000 threshold). See S. 
1624, supra note 2, § {2){a), so these numbers will not match up perfectly. 

^ One of the simplest measures of medical bankruptcy is self-report. Of the elder debtors I analyzed and discussed 
in my July testimony, 33% reported expiicitiy that medical bills contributed to their bankruptcies and 39% explicitly 
cited a medical reason of self or spouse as a cause. These reasons are non-exclusive; respondents could answer 
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Attorney Fee Nondischargeabilitv: A Positive and Sensible Provision 

I support this bill’s expansion of nondischargeability to encompass pre-petition debts for legal 
services.'^ This may come as a surprise to some people that the best way to help financially 
distressed debtors is to decrease the amount of debt they can be relieved of in bankruptcy. 

The need to help debtors finance attorney’s fees has become particularly acute after BAPCPA, 
because the level of those fees rose dramatically. As documented in a GAO Report just last year, 
fees for attorneys in both chapter 7 and chapter 13 bankruptcies have risen (as predicted) around 
50%. ’’ The run-up in costs is associated with the deluge of new paperwork required by 
BAPCPA - costs that this bill would help minimize by exempting medical debtors from means 
testing. Indeed, one reason BAPCPA may have reduced the number of filets for bankruptcy may 
be increased attorney’s fees pricing some debtors out of the “bankruptcy market” by being 
unable to afford representation. (Note that these debtors do not seem to go it alone by filing pro 
se - data in the same GAO study report that the number of pro se filers actually decreased after 
BAPCPA,'* which is not surprising given the incredible eomplexity the statute created for 
bankruptcy filers. It is hard enough for a seasoned bankruptcy attorney to figure out the statutory 
quagmire; one recent study found 77% of lawyers spending 50% more time on bankruptcy 
filings post-BAPCPA and 27% spending 100% more time. The prospects for a pro sc filer to 
navigate these waters successfully unassisted arc slim.) 

As indicated, some debtors responded to this increase in attorney’s fees by simply giving up, 
unable to afford representation altogether, which was surely not the goal of BAPCPA (at least 
the stated goal of BAPCPA championed by its supporters - the cynical might suggest this was an 
implicit goal all along).** Another approach has been to finance attorney’s fees through electing 


both affirmatively- (Note that some critics disparage the non-exclusive choices of this survey instrument as an 
impediment rather than an advantage. They are misguided. Whether someone asaibes his bankruptcy to a 
medical reason and a mortgage foreclosure does not undermine the finding that medical causes contributed, at 
least in part, and in significant enough part for the respondent to ascribe a causal role, to the financial collapse. 
The methodological alternative these critics implicitly prefer - asking the subject to allocate causation 
proportionally - is the sort of operationally implausible approach only one who has never conducted field research 
could love.) 

“ See S. 16S4, supra note 2, § 5. 

” See GAO Report, supra note 6, at 21 et seq. Professor Robert Lawless at the University of Illinois Law School also 
collects data on this. 

” See id. at 27-28. 

See Steve Seidenberg, Strange New World: Lawyers, Debtors and Creditors Are Struggling to Absorb Sweeping 
Changes in Bankruptcy Low, 93 A.B.A. J. 48 (2007) (reporting findings of National Association of Consumer 
Bankruptcy Attorneys survey). 

^ See, e.g., James J. White, Abuse Prevention 2005, 71 Mo. L Rev. 863, 874 (2006) ("By raising the costs in 
hundreds of little ways, you might make bankruptcy unpalatable to many who currently take bankruptcy. . . . Nor 
would you be obliged to admit that the true reason for advocating these bureaucratic changes was to degrade the 
machinery of bankruptcy."). 


4 


VerDate Nov 24 2008 


14:36 May 25, 2010 Jkt 056473 PO 00000 Frm 00294 Fmt 6e 


Sfmt 6633 S:\GPO\HEARINGS\56473.TXT SJUD1 


PsN: CMORC 


tf! 





289 


chapter 13 even though a debtor is otherwise eligible and appropriate for chapter 7 relief, thus 
raising the number of “unnecessary” chapter 13s?’ While it is difficult to collect “hard” 
quantitative evidence of this trend - there is no form to complete in the bankruptcy petitioner’s 
schedules indicating whether a chapter 1 3 filing is solely to extend the repayment period to his 
attorney - it is believed to be a not infrequent phenomenon by members of the bankruptcy 
conununity. In fact, in a RAND study commissioned by the Department of Justice published in 
2007, focus groups of bankruptcy system participants explored among other questions why there 
were so many chapter 1 3 filings - three-quarters by the study’s estimate - by below-median- 
income debtors (i.e, debtors who bypass the means test automatically by virtue of their below- 
median incomes and hence can choose whether to file chapter 7 or 13). There were a number of 
reasons, including home retention, preservation of secured debt collateral, a moral desire to pay 
creditors off over several years, and different local legal cultures. But one of the key reasons 
cited by many respondents was a desire to afford attorney’s fees by being able to stretch them 
out over the coiuse of the chapter 1 3 plan of thrcc-to-five years.“ 

The reason for making these attorney’s fees nondischargcable stems from straightforward 
economic reasoning; if a lender knows its debt will be dischargeable in bankruptcy, it is likely 
either to (1) make the cost of that debt more expensive to account for this write-off risk (charge a 
“premium” in economics parlance) or (2) not make the loan in the first place (“ration” the good, 
to an economist). Thus, by making the attorney’s bill non-dischargeable, a putative lawyer will 
feel more comfortable taking on a client’s case without demanding upfront payment.^ 


A chapter 13 plan ordinarily takes between three and five years to complete. Accrued attorney's fees are 
generally paid out as claims over the course of the plan and are accorded priority, which means that the debtor 
must pay 100% of the claim. See 11 U.S.C. § 1322(aH2) (2009). By contrast, debtor's attorney's fees are not 
accorded priority in chapter 7. Given that 9S% of chapter 7 plans distribute no assets to creditors, see GAO Rei>oiit, 
supra note 6, at 37, 95% of chapter 7 attorneys who extended credit to the debtor could expect to see their 
invoices discharged in the very bankruptcy they are helping to conduct. This is why most chapter 7 attorneys insist 
upon up-front cash payments for all or at least some of their fees before rendering service. See generally Jean 
Braucher, Lawyers and Consumer Bankruptcy: One Code, Many Cultures, 67 Am. Bankr. L.J. 501, 547-49 (1994) 
(discussing pre-BAPCPA and pre-Lamie billing practice and actually noting that lawyers used to allow at least some 
credit even in chapter 7 cases, varying by region). 

The comparatively Favorable treatment of attorne/s fees in chapter 13 vs. chapter 7 was exacerbated by 
the Supreme Court's "mistaken" interpretation of 11 U.S.C. § 330 to deny chapter 7 attorney's fees priority. See 
Lamie v. United States Trustee, S40 U.S. 526 (2004). I use quotation marks, because the Supreme Court, of course, 
renders authoritative pronouncements interprebng the Bankruptcy Code (or any law) and so cannot be "mistaken" 
in a legal interpretation— as a matter of law (literally) - but the decision was largely viewed by bankruptcy scholars 
and practitioners as flubbing the issue. (My grapes may be extra sour; I was co-counsel for the loser, but I am far 
from a lone voice in my criticism. See, e,g., Dillon E. Jackson. Lamenting Lamie and the Appointment of the Chapter 
11 Trustee, 23 Amer. Bankr. Inst. L J. 28 (November. 2004).) 

“ See U.S. Dept, of Justice, Executive Off la for United States Trustees, Report to Congress: Impact of the Uthieation of 
Internal Revenue Service Standards for Determining Expenses on Debtors and the Court, at 24, 42 (2007). 

” Of course, like any economic proposition, the reasoning can be carried to absurd extreme (a fault many 
economists fall victim to when enticed by the analytic simplicity of a proposition). To ridicule the position, I could 
suggest that to help consumers the most, we should allow draconian punishments for non-payment of debt, such 
as permitting creditors to excise a pound of flesh, to usher in the cheapest interest rates of all! See John A. E. 
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Accordingly, we have academic evidence both that BAPCPA has driven up the costs of legal 
representation in bankruptcy and that at least some debtors caimol afford the (presumably 
increased) upfront cash payment traditionally associated with chapter 7 representation. As such, 
some proportion of chapter 13 petitions are being filed “unnecessarily” - for no reason other than 
to help a debtor hire a lawyer and ensure the lawyer that she will be paid. We also have 
economic theory positing that making the attorney’s fees nondischargeabte will make the cash- 
demanding chapter 7 attorneys more comfortable extending more or all of their legal services on 
credit. Taken together, these points suggest nondischargeability would be a positive 
development for debtors. Ensuring that chapter 7 attorneys will be paid (more precisely, 
increasing the likelihood they will be paid because their debts will be unaffected by the 
bankruptcy discharge) will increase access to chapter 7 legal relief. This will have the joint 
effect of helping all debtors and making the grant of broader chapter 7 eligibility implemented by 
S. 1624 all the more efficacious. 

One important qualification is in order. Nondischargeability accords significant leverage over 
the debtor by the favored creditor; its grant should be specifically justified and its application 
carefully policed.^'* I might worry about the danger of a less sophisticated debtor being over- 
charged by an attorney and then having to pay off that undischarged debt after bankruptcy. 
Fortunately, the Barvkruptcy Code already has special provisions designed to police the 
compensation of attorneys, including 1 1 U.S.C. § 329(a) and Fed. R. Bankr. P. 20I6(b),^^ These 
include rules requiring disclosure of fees imposed by attorneys within one year of filing. It 
might be helpful to include a specific cross-reference to these statutory provisions in the bill’s 
nondischargeability section to remind counsel and courts of the importance of judicial oversight 
of these now-nondischargeable attorney’s fees.^* Indeed, one form of vigilance that may emerge 
is the practice similar to chapter 13 fee policing of establishing so-called “no look” rules within 
judicial districts, whereby fees submitted under a certain threshold are deemed approved 
automatically.^’ Accordingly, as long as this important caveat is kept in mind, the 
nondischargeability rule seems eminently sensible. 


Pottow, The NondischargeobilitY of Student Loons in Personal Bankruptcy Proceedings: The Search for a Theory, 44 
Can. B. L J. 211, 262 n. 73 (2006) (discussing The Merchant of Venice). We of course don't do this, for a variety of 
deontologkal and consequentialist reasons beyond the scope of this testimony. 

” See generally Pottow, supra note 23, passim. 

See also 11 U.S.C. §§ 327-330 (2009) (pertaining to attorney retention, oversight, and compensation). 

At the risk of getting too technical, drafters of this bill may want to consider whether chapter 13 (or 12) 
attorney's fees ought to be nondischargeable as well, or whether their current entitlement to priority suffices. 
There is also the issue of unpaid chapter 13 attorney's fees accrued but not yet paid prior to conversion to a 
chapter 7 case. 

" A helpful discussion of this practice can be found in the already mentioned GAO Report. See GAO Repobt, supra 
note 6, at 24-27. 
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Conclusion 


Medical banlouptcies continue to grow. They are not just a problem, they are a growing 
problem. As 1 have testified elsewhere, while much of the desired solution probably involves 
deep structural changes to our healthcare system — reform that this Congress is already bravely 
confronting - modilications within the Bankruptcy Code itself can be made to help 
incrementally. The proposed bill considered by this committee is sound. It cannot eliminate 
medical bankruptcies, but it can reduce the burden that the bankruptcy system imposes on 
unfortunate debtors who have lost life’s lottery in suffering serious medical setbacks that have 
dragged them into flnancial disaster. These people are not the “deadbeats” BAPCPA was 
supposed to weed out with its means test, and so exempting them from the means test’s 
application seems not only efficient in terms of cost-savings but morally just. Similarly, 
preventing useless credit counseling that serves little purpose for these people other than adding 
costs also makes sense. Finally, increasing the chances these debtors can find alTordable 
representation to navigate the daunting labyrinth of the Bankruptcy Code is yet another step in 
the right direction. 1 stron^y urge the adoption of S. 1624 and wish the Congress luck in its 
broader healthcare deliberations. 


Attach. (July 28, 2009 Testimony of Prof. John A.E. Pottow) 
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I am tenured member of the faculty at the Univeraty of Michigan Law School specializing in 
bankruptcy and commercial law and am a co-principal-investigator of the Consumer Bankruptcy 
Project (“CBP”), a research collaboration often scholars at various universities whose specialties 
range from sociology to health policy. Another of them, Dr, Woolhandler, is also testifying 
today on data she and three other members of this group published regarding the incidence of 
medical bankruptcies. The CBP has been supported by grants fixrm, among other sources, the 
American Association of Retired Persons, the Robert Wood Johnson Foundation, and my own 
University of Michigan. 

It would be a poor use of time to repeat Dr. Woolhandler’s testimony, but I would like to 
supplement her comments briefly regarding the CBP’s methodology. I would then like to 
address one of my own research lines, the marked increase in the number of elderly Americans 
filing for bankruptcy, especially for medical reasons. Finally, I would like to use my background 
as a law professor to speak about the current law and possible reform. 

Methodology of the Consumer Bankruptcy Project * 

The CBP is the first research project to compile a dataset of survey responses from a nationwide 
random sample of 2,314 bankruptcy filers. Indeed, our sxuv'ey dataset is supplemented by 
analyses of court records and in-depth telephone interviews with a subset of 1,032 of the 
respondents. I elaborate our methodology not for self-promotion but to differentiate it from the 
myriad other studies gauging the incidence of medical bankruptcies. Leaving aside research 
projects fimded by industry and other interested groups, which of course have to be treated with 
the appropriate level of skepticism, 1 want to mention two types of less helpftd research. Let me 
be very clear: these are still valuable forms of research (indeed, worthy of public funding). They 
just do not offer the level of insight available in the area of medical bankruptcy that the CBP’s 
survey approach accords. 

The first type of research is court records research. This is when academics abstract information 
about bankruptcy filers from their public court records. Again, this can provide a good starting 
point; indeed, the first study of the CBP did just that back in the 1980s.^ The problem is when an 
issue as complex as medical bankruptcy is investigated, court records alone provide limited 
nuance. Some medical debt is apparent from court records: a creditor listed as “Providence 
Healthcare” is most likely a medical creditor. The problem is if the creditor is listed as “Capital 
One,” an investigator has no idea whether all, none, or some of the debt owing on this credit card 
is to cover medical expenses. This is where the CBP surveys can shed more light. We can ask 
respondents directly whether medical reasons contributed to their need to file bankruptcy. We 
can ask them whether they missed two or more weeks of work due to medical reasons before 
filing. We can ask them in telephone interviews whether they are using their credit cards to pay 


Detailed melhodolog)' is explained in Appendix 1 of Robert M. Lawless, Angela K. Littwin, Katherine M. Porter, 
John A. E. Pottow, Deborah K. Thome & Elizabeth Warren., Did Bankruptcy Reform Fail? An Empirical Study of 
Consumer Debtors, 82 Amer. Bankr. L. J. 349 (2008). 

^ See Teresa a. Sullivan, Elizabeth Warren & Jay Lawrence Westbrook, As We Forgive Our Debtors: 
Bankruptcy and Consumer Credpt in America (Oxford Univ. Press 1989). 
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for medical expenses. None of these finer-grained insights are ascertainable by court records 
alone; studies that purport to offer insight on medical bankruptcies without such disaggregation 
ate of limited utility. 

The second type of research comes from public datasets, such as my own University of 
Michigan’s well known Panel Survey of Income Dynamics (“PSID”). Again, these are useful 
datasets to glean information regarding general population trends, and one can access high 
numbers of respondents, which generally contributes to statistical power and validity. The 
problem with these broad-based surveys is that they lack a focus on the bankruptcy process, 
which has documented stigma effects that call into question respondents’ credibility.^ For 
example, our bankruptcy researchers ask questions of people who are already bankrupt and know 
that we know that. In their interviews, they ask candid questions about health and spending 
habits to people whose financial collapses are public. By contrast, when people were asked in 
the broad-based PSID whether they have ever filed bankruptcy, they responded at a fraction of 
what the actual barrkruptcy filing rate was in the general population, suggesting they conveniently 
“forgot” their bankruptcies in answering these PSID surveys (this is known more formally as 
social desirability bias).’’ 

Finally, I want to commend Dr. Woolhandler and her co-authors’ conscientiousness regarding 
their earlier studies on medical bankruptcy. As she points out, the definition of “medical 
bankruptcy” could mean a number of things: it could mean someone whose medical debts exceed 
a certain absolute dollar amount, or certain percentage of their income. Or it could mean 
someone who lost income or a job, or even bad to mortgage his or her home, due to medical bills. 
Or it could mean any combination of these. For example, in their analysis of the 2001 CBP data, 
one definition of medical bankruptcy Dr, Woolhandler and her co-authors chose was having in 
excess of $1,000 in unpaid medical bills.* She then used that definition in her recent research to 
compare apples to apples and found the troubling growth in medical bankruptcies. 

But then, as do all good researchers, she responded to respectful academic criticism of her prior 
work. Why not tty, some suggested, a more stringent definition to see if the results held or 
collapsed? So she did, and redefined medical bankruptcy as exceeding $5.000 in medical debts 
(or, as an even more sophisticated measure, debts exceeding 10% of one’s gross annual income). 
Statisticians call this a “robustness check.” The findings with even this more stringent definition 
changed only modestly, dropping her 69% estimate to 62%: she sbll finds an astounding 2/3 of 
bankruptcies medically originated, indicating considerable robustness. Of course, some critics 
will never be happy - they may ask why not redefine as medical debts exceeding $1 0,000, or 


^ See, e.g., Deborah Thome and Leon Anderson, Managing the Stigma of Personal Bankrvpicy, 39 SOC. FOCUS 77 
(2006) (using CBP 2001 data). 

4 

The implausibly low 0.4% bankruptcy filing rate extra|K>lated from the PSID question is discussed, among other 
places, in Dr. Woolhondler's own paper, see David U. Himmelstien, Deborah Thome, Elizabeth Warren & Steffie 
Woolhandler, Medical Bankruptcy in the United States. 2007: Results of a National Study^ 122 Am. J. MHDICINF, 74 1 
(2009), at text accompanying note 13. 

^ See David U. Himmelstcin, Elizabeth Warren, Deborah K. Thome & Stcffie Woolhandler, Illness and Injury as 
Contributors to Bankruptcy^ Heaijh Affairs (Mii.lwood), February 2, 2005 (web exclusive], available at 
httD.7/content.health affairs.org/cgi/feprint^lthafF.w5.63vl (last visited July 27, 2009). 
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$100,000, or $1,000,000. But they miss the point; what good researchers tty to do with statistics 
is estimate naturally immeasurable “noumenal” realities.* Dr. Woolhandlcr should not be faulted 
with proffering alternative definitions of a “medical bankruptcy”; she should be applauded. 

Elder Americans in Crisis 


In analyzing the demographics of the rising number of consumer bankruptcy filings, the CBP 
finds the most rapid escalation in Americans in the over-65 demographic. In fact, the number 
over 55 is rising too - well beyond the growth of this age cohort in the general population.’ In 
1991, approximately 2.1% of bankruptcy filers were over 65. By 2001 that number had more 
than doubled to 4.5%. Our 2007 data find the number has risen again to around 7.0%. 

(Dropping the age threshold to 55 finds those percentages increasing from 8.2% in 1991 to 
1 1 .7% in 2001 and doubling again to 22.3% in 2007.) Thus, in analyzing the bankruptcy filings 
of American families over the past few years, what is most striking to us in terms of demographic 
findings is how elder Americans are the most rapidly growing age group - at a rate of over 100%. 

Why are the elderly filing so much more now for bankruptcy? One important reason appears to 
be medical bankruptcy. In fact, multivariate regression analysis (a statistical technique that some 
scholars mistakenly believe is both necessary and sufficient to establish causation) of CBP data 
reveals that age is a positive and statistically significant predictor of medical bankruptcy filing. 
The “odds ratio” of age is 1.016 per year (p = .0001). This means that for each year older you 
are, you are 1,016 more likely to have your bankruptcy have been for a medical reason.* Indeed, 
using some of the same variables Dr. Woolhandlcr and colleagues report for “medical 
bankruptcy,” I can share some of my own initial data runs on elder filers. (I should add quickly 
that these are not yet published findings and my statistical and research assistants will want to 
double check for errors, but they are the preliminary results I generated in part to help this 
committee consider the impact medical bankruptcies are having on the rapidly increasing cohort 
of elderly filers.);’ 

• Specifically identified medical problem of the debtor or spouse (39.1%) or another family 
member (6.8%) as a reason for filing bankruptcy. 

• Specifically said medical bills were a reason for bankruptcy (32.5%). 

• Lost two or more weeks of wages because of lost time from work to deal with a medical 
problem for themselves or a family member (1 1.29%). 

• Mortgaged home to pay for medical bills (4.4%), 


* “Noumenal" is used in the Kantian sense, which is probably more metaphysical explanation than is of interest to 
this committee. 

’ Our CBP results on aging trends are published in Deborah Thome, Elizabeth Warren & Teresa A. Sullivan, The 
Increasing Valnerability of Elder Americans: Evidence from ike Bankruptcy Court 3 HaRV. L. & POl’y Rnv. 87 
p009). 

’ The regression results are reported at Himmelstein et al., supra note 4 , at table 4. 

’ Sara Greene is a CBP research assistant who helped with these runs and deserves acknowledgement. “Elder” is 
defined as cither the primary or the secondary bankruptcy petitioner being 65 or over. 
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• Incurred more than $5,000 or 1 0% of annual household income in out-of-pocket medical 
bills (30.2%). (25% for just the $5,000 uncovered medical bills part.) 

• Total, one or more of the above criteria; 67.3%. 

I am les preoccupied than others with trying to find the exact, perfect definition of a medical 
bankruptcy. Some would take only the first criterion - or first two criteria - as “real” medical 
bankruptcies.'® Others would, mistakenly in my mind, focus solely on debt levels. (The mistake 
stems from the logical slip that only medical debt levels are relevant to analyzing healthcare 
costs. This is not so. Someone who has to reduce woik due to a medical condition, resulting in 
an eventual bankruptcy, may very well have ended up in that situation because prohibitive health 
care costs dissuaded him or her from seeking earlier, timely medical intervention that could have 
mitigated or even eliminated the subsequent medical complication.) Still others would insist on 
the broadest definition possible, including gambling and family deaths as medical causes. With 
respect, I think this squabbling misses the forest for the trees. Even on an excessively (and 
overly) cautious definition of “medical bankruptcy” using only the first criterion above, 46% of 
elderly bankruptcy filers are directly ascribing a medical problem as a reason for their filing - a 
remarkably high number in its own right. Whatever the metric one prefers, it cannot be denied 
that the numbers are rising. Debating whether the problem has gone from bad to terrible or 
terrible to disastrous is all distracting noise from the broader and more important observation that 
things are getting worse. 

I raise one final, sobering consideration on these elder filers. Most elder Americans arc supposed 
to be covered by medical insurance: Medicare. If the health care costs in this country are driving 
tens of thousands of those covered by Medicare bankrupt - and doing so at an accelerating rate - 
surely we have serious, structural dysfunction in our health care system. 

Bankruptcy Law 

I am a law professor, and I teach and study bankruptcy law. One thing I can do is share my 
knowledge of the Bankruptcy Code for this committee. As many of you are likely aware, in 2005 
transformative amendments to the Bankruptcy Code took effect with the goal of making it harder 
for consumer debtors to file for bankruptcy relief. Euphemistically entitled the Bankruptcy 
Abuse Prevention and Consumer Protection Act of 2005 (“BAPCPA”)," the law was, I believe, 
genuinely intended by many of its supporters in Congress to weed out perceived system-gamers 
who were using the bankruptcy laws for strategy rather than needed relief. Its selected 
instrument was an income-focused “means test" that drove higher income filers out of Chapter 7 
bankruptcy into Chapter 13 or out of the system altogether.'^ 


'® Elder respondents citing either of the first two criteria listed above; 48.6%. 

" Bankruptcy Abuse Prevention and Consumer Protection Act of 2005, Pub. L. No. 109-8, 1 19 Stat. 23 (2005). 

See 1 1 U.S.C. § 707(b) (2009). ‘The heart of this [BAPCPA] bill is the means test. It requires the bankruptcy 
trustee to examine the income and expenses of high income debtors and determine whether they have the ability to 
pay something toward their debts.” 151 CONG. Rec. SI 779 (daily ed. Feb. 28. 2005) (remarks of Sen. Specter). 
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The CBP analyzed the first national random sampling of bankruptcy filers after BAPCPA to 
examine their incomes (as well as other financial characteristics).” We published our findings 
suggesting that BAPCPA did not appear to have weeded out high-income filers as intended but 
rather had a seemingly random impact: cutting the numbers of bankruptcy filers, to be sure, but 
not by virtue of their incomes. In academic statistics-speak, we would call this having a “non- 
selective” effect. 

What is important about the means test that is currently part of the Bankruptcy Code is that it 
does not distinguish “medical debtors” or otherwise accord them any heightened protection that 
the average store charge-card junkie wotdd enjoy. To elaborate this observation requires some 
wading into statutory language, for which I might be inclined to apologize were 1 not testifying 
before members of Congress. 

The means test, operationalized in § 707(bXii) of the Bankruptcy Code, runs debtors through a 
screen of both gross and net income. Debtors with below-mcdian gross income pass 
automatically (although, importantly, they still have to comply with the burdensome and 
expensive post-2005 filing requirements). Debtors with above-median gross income then fill out 
more paperwork to deduct certain permitted expenses from the monthly income (largely under 
IRS guidelines for delinquent taxpayers). The only relevant deduction related to medical debtors 
is for monthly expenses for health insurance and health savings accounts, as well as the 
continuation of pre-existing expenses for a family member who cannot pay his or her own 
expenses. That means debtors who have accumulated mounting medical bills, or who have 
charged up credit cards to cover living expenses while on reduced work time to fight an illness, 
receive no relief whatsoever from the means test. With its narrow focus on current monthly 
income, the means test is unable to appreciate the reality of how families struggle financially 
with medical hardship. 1 continue to do some pro bono consumer bankruptcy work, so 1 actually 
see this “in the trenches.” For example, if you had an oxygen tank, and you paid a regular tank 
rental bill each month, the means test would probably let you deduct that. But if you racked up 
$10,000 in hospital bills before going home with that oxygen, the means test ignores it 

Secondly, the means test has a much-touted “exception,” codified in § 707(b)(2)(B), 1 say 
“much-touted” because when BAPCPA was passed, many pointed to this “exception” as a way to 
help out medical debtors.” Here is where close statutory reading is necessary. All § 

707(bX2)(B) actually says is that if a serious medical condition adds additional expenses, those 
expenses may be deducted from monthly income in running the means test. Thus, § 707(b)(2XB) 
is in no way an “exception” - it is just an additional deductible expense within the broader means 
test framework. (To be comprehensive, I should add that § 707(b)(2)(B) also allows income 
adjustment too, but again, all within the means test.) Again - critically - the scenario of 
someone who missed a month of work convalescing or who accrued substantial hospital bills 
would receive no help whatsoever under the § 707(bX2)(B) “exeeption” that was supposed to 


13 

S€e Lawless e/ ai, supra note I. 

Cf. 151 Cong. Rhc. Si 856 (daily ed. Mar. 1, 2005) {statement of Sen. Grasstey) Q'So that I am crystal dear, 
people who do not have the ability to repay their debts can still use the bankruptcy system as they would have before 
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save medical debtors by rebutting the means test’s presumption of abuse. 

My skepticism with § 707(b)(2)(B)’s capacity to mitigate bankruptcy for medical debtors led me 
to analyze our CBP files for debtors who successfully employed its exception. That is, I sought 
to determine how many debtors flunked the means test but were able nevertheless to avail 
themselves to this exception (which also applies to armed service members) to evade the 
consequences of a means test flunking. The results were striking. Of the 1,823 chapter 7 debtors 
I looked at in our dataset, exactly four (0.2%) even filled out the part of the bankruptcy petition 
where one would try to claim special circumstances. 

Proposals 

As a bankruptcy professor, I have the distinction of simply reporting bad news about bankruptcy 
and medical costs; I can evade the much tougher task of designing solutions. That hard work 
falls to Congress, and I commend their efforts at digging deep for data to shape their proposals. 
Naturally, as a bankruptcy law expert, I gravitate towards the Bankruptcy Code. Many if not 
most experts suggest abolishing the means test as what can be most charitably described as a well 
intentioned failure.^ I join them, not only because I have increasing faith that U.S. trustees and 
bankruptcy judges can likely screen abuse adequately without a statutory straightjackct, but also 
because I have now seen the data of non-selective effects and 1 worry that the means test is in a 
sense backfiring: drawing many needy Americans away from financial relief in bankruptcy they 
require. The cost of this means test system is huge in terms of deluging debtors and court clerks 
with compulsory (and uimecessary) paperwork, a cost that seems especially poignant for debtors 
who went bankrupt solely for medical reasons. 

But I also believe that incremental reform works. If we are not ready to confess error on the 
means test and scrap it altogether, then we could at least exempt medical debtors - the least 
blameworthy debtors needing relief - from its operation. Proposed H.R. 901 clearly takes a step 
in the right direction in trying just such an approach, arxi even lakes a pretty workable stab at 
defining a “medical” bankrupt.'^ Some might say, “Why provide means test relief for medical 
bankrupts but not other worthy, faultless debtors?” I join Voltaire in cautioning the best 
becoming the enemy of the good. 

The broader question, of course, taking off my bardcruptcy hat, is what reforms “upstream” could 
help these people before they even go bankrupt? Here I draw attention to a recent study 
suggesting that at least 32-49% of home-losers ascribed their mortgage foreclosures to a medical 


I would be happy to provide methodological elaboration to any interested future researcher by email: 
^ottow@uinich.edu. 

Cf. Letter from Bankruptcy and Commercial Professors to Senators Spcctor and Leahy (Feb. 1 6, 2005), available 
at http://www.abiworid.org/Ddfs/l^wProfeLe tter.pdf (imploring Congress to consider predicted costs and 
tneffic^ies of the means test and BAPCPA). 

*^See Medical Bankruptcy Fairness Act, H.R. 901, 1 Uth Cong., (2009), § 2 (defining “medically distressed 
debtor”). 


7 


VerDate Nov 24 2008 


14:36 May 25, 2010 Jkt 056473 


PO 00000 Frm 00304 


Fmt 6633 


Sfmt 6633 S:\GPO\HEARINGS\56473.TXT SJUD1 PsN: CMORC 



299 


cause (without even necessarily filing for bankruptcy).’® That question 1 defer to Congress. It 
would appear given how fast the ranks of the bankrupt are increasing with medical debtors that 
something desperately needs to be done. Whether that is more health insurance, better coverage 
in Medicare, or a single-payer-style system, I leave to those more expert - and more elected - 
than I. Again, 1 am just the bearer of bad news regarding the increasing incidence of medically 
related bankruptcy filings and its special impact on elderly Americans. 

If you’ll indulge me, I would like to close with a quick personal anecdote. About twenty years 
ago when I first came to the United State as a college student from Canada, where we have 
universal healthcare, 1 was hit by a car biking to class. I was taken to hospital in an ambulance to 
be treated for a separated shoulder (the bike was crushed beyond repair and became urban art in 
our dormitory). As I was lying on the stretcher in a neck brace in the triage room, the first 
question I was asked - the first - was how 1 would be paying for my medical care. This was my 
introduction to the American healthcare system. Surely this is no way for it to run. 


18 

See Christopher Traver Robertson, Richard Egelhof & Michael Hoke, Get Sick, Get Out: The Medical Causes of 
Home Mortgage Foreclosures, 18 Health Matrix 65 (2009). 
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GET SICK, GET OUT: THE MEDICAL 
CAUSES OF HOME MORTGAGE 
FORECLOSURES 


Christopher Tarver Robertson, Richard Egelhof, & Michael 

HokC* 


INTRODUCTION AND SUMMARY 

In recent years, there has been national alarm about the rising rate 
of home foreclosures, which now strike one in every 92 households in 
America, and which contribute to even broader macroeconomic ef- 
fects.' The handy explanation for the rise in foreclosures is that irres- 
ponsible borrowers have been usin^ exotic loan products to purchase 
homes they cannot in reality afford." Moreover, these buyers allegedly 


* Plea.se direct correspondence to Christopher Tarver Robertson at 
crobertson@post.harvard.edu. The authors thank Elizabeth Warren for extensive 
advice and guidance on this project. We also thank Dean Elena Kagan For generously 
funding the project; Einer Elhaugc and the Petric-Flom Center for Health Law Policy. 
Biotechnology and Bioethics for ftnancial support; Kimberly Bregcr, Roger Beriling, 
Michael Collins. Deborah Thome, Katherine Poner. Ken Carson, Heidi Williams, and 
the Fellows of the Petrie Flom Center for providing insights at various stages of the 
project; and Kathy Para.s, Kathy Goldstein and especially Jane Wagner for extensive 
administrative support. We also thank the many Harvard Law School students who 
a.ssembled the survey packages and called those who had not yet responded. 

’ All survey data referenced in thts anicic is on file with the authors. Plea,se 
direct inquiries regarding survey data to Christopher Tarver Robertson at croberi- 
sontfli post.harvard.edu. 

' Press Release, RealtyTrac, More Than 1.2 Million Foreclosure Filings 
Reported in 2006 (Jan. 25. 2007), http://www.rcaltytr<K:.com/ 
ContentManagement/pressrelease.aspx‘?ChannellD=9&ltemlD=l855&accnt=64847 
(stating that foreclosure struck I in 92 households in 2006); Associated Pres.s, Early 
Gains Give Way to Small Loss, N.Y. Timfj;, Aug. 14. 2007, at C4 (“Defaults among 
subprime mortgage holders — borrowers with weak credit — began the chain of 
events that led to the turmoil on Wall Street and other stock markets in recent 
weeks."); See David Cho, Huge Mortgage Lender Hies for Bankruptcy. Wash. Posi , 
Apr. 3, 2007, at A I . 

’ See Home Wreckers: Who Is To Blame tor America's Soaring Mortgage 
Foreclosure Rate? CHICAGO SUN TIMES. Mar. 18, 2007, at B2 (“Last week, the Mort- 
gage Bankers Association reported that mortgage foreclosures hit a record high, and 
late mortgage payments hit a 3-ycar high. The culprits? Risky, noniradiiional loans, 
high interest rales, unworthy borrowers and predatory lenders in the ‘subprime mar- 
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relied on optimistic projections for the housing market, and low inter- 
est rates, which have not panned out.’ Commentators have also 
pointed to lax lending standards and aggressive practices by brokers 
as contributing to the increase of high-ri.sk. non-traditional loans that 
are more likely to foreclose,"* These factors - loose lending, irrespons- 
ible borrowers, a flat real estate market, and rising interest rates - 
have together become the “standard account” of home foreclosure. 

Policymakers and scholars may be surprised to learn that even in 
the midst of this spike, one of the largest causes of home foreclosures 
was none of the above. We studied homeowners going through forec- 
losure in four states and found that medical crises contribute to half of 
all home foreclosure tilings. If these patterns hold nationwide, medi- 
cal causes may put as many as 1.5 million Americans in jeopardy of 
losing their homes each year.’ If these findings are accurate, they help 


kel.'”); David Sircilfeld, The Mortgage Meltdown: Foreclosure Puce Neurs Record 
High, L.A. Timrs. Apr. 17, 2007, at Ct (“Most of the loan,s going into default now 
were made at the peak of the housing boom in 2005. when some thought the good 
limes would continue forever and lending .standards were lax. Nearly 80% . . . had 
adjustable rates, a record high. Many of these mortgages required the borrowers to put 
little or no money down, and lenders took their word for whatever income they said 
they made. For a moment, everything was fine. Then housing prices stopped going 
up - meaning that many of these borrowers did not have enough equity or income to 
refinance to a new loan. Others in foreclosure may be able to afford the payments, 
but have chosen not to make them because their homes arc worth less than they 
paid.”); Alternative Mortgage Products: Testimony Before the Suheomms. on Housing 
and Transportation and Economic Policy, S. Comm, on Banking. Housing, and Urban 
Affairs. I09lh Cong. I. 7 (2006) (hereinafter A/rernor/ve Mortgage Products] (state- 
ment of Orice M. Williams, Director, Financial Markets and Community Invest- 
ments), available at http://banking senatc.gov/_fde,s/ACF84D8.pdl (describing the 
increasing incidence of alternative mortgage products (AMPs) that allow buyers "to 
purchase homes that might otherwise be unaffordable”). 

' See supra note 2 and aecompanying text. This account is consistent with 
the “option theory” of mortgage default in the scholarly literature. See infra notes 39- 
43 and accompanying text. 

^ See Streitfcld supra note 2; Alternative Mortgage Products, supra note 2, 
at 9 (“[Slome lenders combined AMPs with less stringent income and a,sset verifica- 
tion requirements than traditionally permitted for these products or lent to borrowers 
with lower credit scores and higher debi-to-income ratios.”); Joint Econ. Comm., 
IIOTII CONO., SlIFLTERINO NEIOHBOKHOODS FROM THE StIBPRIME FORECLOSURE 
Storm I (Apr. 1 1, 2007), available at 

hllp://www.jcc. senate. gov/Documents/Reporls/.subprime I Iapr2007rcviscd.pdf (Sen. 
Charles E. Schumcr, Chairman of the Joint Economic Committee, issued this special 
report that declared, “Over the past several months, it has become increasingly clear 
that irresponsible subprime lending practices have been contributing to a wave of 
foreclosures that are hitting homeowners and rattling the housing markets.”). 

’ See Press Rclea.se, RealtyTrac, supra note I ; U.S. Census Bureau, House- 
holds and Families: 2000, http://factrinder.census.gov/scrvlci/QTTable?_bm=y&- 
geo_id=0 1 OOOUS&-qr_name=DEC_20(X)_SFl_U_QTP 1 0&- 
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explain the bulk of home foreclosures, which have been occurring 
with stubborn frequency for a quarter century * 

From the social policy perspective, it is critical that we get the sto- 
ry straight, as mortgage foreclosure may be one of the most significant 
legal devices, striking millions of Americans,’ with dramatic conse- 
quences for each one. For individuals, the purchase of a home is often 
the largest financial decision they ever make, and the transaction costs 
of getting into, and then out of, a mortgage can be onerous. Indeed, 
foreclosure can wipe out the homeowners’ savings and leave them 
owing debt on homes they no longer own.® A foreclosure also has 
pernicious effects for the borrowers’ families, neighborhoods, and 
local communities."’ Foreclosures are expensive for lenders, reducing 
returns to investors in the secondary mongage market and increasing 
costs to borrowers ex ante."’ Finally, foreclosures frustrate the nation- 
al goal of home ownership." 


(ls_name=DEC_2000_SFI_U (la.si visited Oct. 1 1, 2007) (noting Table QT-PIO lists 
the average household size as 2.59). The 1.2 million foreclosures multiplied by an 
average household size of 2. .59, yields 3.108 million persons who were .subject to 
foreclosure tilings. The 1.5 million figured is derived by multiplying 3.108 million 
by 49%, which is the percentage of respondents in our study who self-identify as 
having one of the four core medical causes. See infra Part IV. There is some contro- 
versy over the ReallyTrac numbers. See Greta Guest, “RealiyTrac Data Disputed”, 
DtiRon FKtK Press, available ai 

hltp;//www,frcep.com/apps/phcs.dll/anicle?AID=/20070723/BUSINESS04/70723035 
7/1002/BUSINESS (July 23, 2007) (critics, including the Mortgage Bankers Associa- 
tion, argue that ReallyTrac’s numbers are inflated due to counting multiple filings for 
the same property). 

^ See. e.g.. U.S, Dep toi Hous. & URBAN Dev., Providing Ali ernaiives 
TO Mortgage Foreclosure; a Report to Congress, at vii (19%), avaiiuhte at 
http://www.hudu.ser.org/publicalions/hsgfin/mortgage.hlml (“The percentage of U S. 
homeowners with serious delinquency problems has been at chronic levels since 
1983. ... On ihe dark side, the .statistics of the past 15 years represent 3 million 
American families who not only faced the financial and emotional specter of being 
forced from their homes, but who also suffered loss of access to credit."). 

See calculations supra note 5. 

" Michael H. Schill. An Economic Analysis of Mortgagor Protection Laws, 
11 Va. L. Rev. 489, 493-94 (1991 ) (“One of the primary objcciives of mortgage fo- 
reclosure law is to have the sheriff, judge, or trustee sell the property for a price thai 
equals its fair market value. For several reasons, however, this rarely occurs, . . , 
When the foreclosure sale price is less than the debt owed lo the mortgagee, the mort- 
gagee may proceed against the borrower for a deficiency judgment in the amount of 
the shortfall if the terms of the loan allow such an action."). 

^ See JOIN! Econ. Comm., supra note 4, at 16 (citing studies that show 
every new home foreclosure can cost .stakeholders up to $80,000, when adding up the 
costs to homeowners ($7,2(X)), lenders ($50,000), neighbors (.$1,508), and local gov- 
ernments ($19,227)). 

See Desiree Hatcher, Foreclosure Alternatives: A Case for Preserving 
Homeownership. Profitwisi; News and Views, Feb. 2006, at 2. 2 (in 2003, lenders 
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To explore the causes of home foreclosure, we conducted a survey 
of homeowners on the brink of foreclosure, those who have (alleged- 
ly) defaulted on their loans and whose lenders have initiated legal 
foreclosure proceedings.'" Most fundamentally, we simply asked 
homeowners what factors contributed to their defaults, but we sup- 
plemented this data with additional questions about their objective 
situations and with publicly-accessible data about their homes. 

This preliminary study reveals that the standard account is, at 
best, an inadequate understanding of the causes of mortgage de- 
faults." We found homeowners that tended to have significant equity 
in their homes and reasonable ratios between their income and their 
mortgage debt burdens. Few reported that their loans were unafforda- 
ble and only about a third said increasing mortgage payments were a 
factor in their defaults. From the surface, these respondents appear to 
be able to afford their homes and have no reason to walk away from 
them. So why are they in default? 

Our evidence suggests that medical disruptions are a major con- 
tributor to mortgage default, often striking in combination with other 
factors. Half of all respondents (49%) indicated that their foreclosure 
was caused in part by a medical problem, including illness or injuries 
(32%), unmanageable medical bills (23%), lost work due to a medical 
problem (27%), or caring for sick family members (14%). We also 
examined objective indicia of medical disruptions in the previous two 
years, including those respondents paying more than $2,000 of medi- 
cal bills out of pocket (37%), those losing two or more weeks of work 
because of injury or illness (30%), those currently disabled and unable 
to work (8%), and those who used their home equity to pay medical 
bills (13%). Altogether, we found that about 7 in 10 of our respon- 
dents either self-reported a medical cause of foreclosure, or expe- 
rienced one of these indicia of medical disruptions in the years before 
foreclosure. In many cases, homeowners were hit with a jjerfect storm 
of factors - a few thousand dollars of medical bills, a few weeks of 


incurred approximalely $25 billion in foreclosure-related costs). 

' ' See I.R.C. § 163(h)(2)(D) (2000) (allowing deduction from taxable income 
of interest paid on acquisition and home equity indebtedness on a qualified residence, 
which effectively reduces the interest rate on the mortgage by as much as the taxpay- 
er’s marginal federal income lax rale); J, Comm, on Tax’n, Sf.i,i;cted Data Related 
TO THE Federal Tax System. fCX-ll-07, at 8 tbl.5 (2007), available at 
htlp;//www. house. gov/jci/x-1 l-07.pdf (The mortgage interest deduction will cost the 
Federal government $402.7 billion over the five-year period from 2006 to 2010). 

■ See infra Part II for a full discu.ssion of the research methodology. 

See infra Part III for a full di.scussion of the findings. 
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missed work, and perhaps a divorce or rising interest rate - all com- 
bined to push them over the edge into foreclosure. 

Our findings provide a more textured account of the reality of 
home foreclosure, and provide new evidence of middle class financial 
insecurity. If these findings can be replicated by more comprehensive 
future studies, they will suggest broad policy reforms and reas.sess- 
ment of the narrowly-focused legal regime that lenders use to facili- 
tate foreclosures. In addition to the current focus on structural adjust- 
ments, which force people out of homes they cannot afford, policy- 
makers should consider insurance-related interventions, which could 
help homeowners bridge temporary difficulties caused by medical 
crises. We also present a legal proposal for staying foreclosure pro- 
ceedings during verifiable medical crises, as a way to protect home- 
owners and to minimize the negative externalities of foreclosure. 

We begin in Section I by providing a primer on foreclosure law 
and a review of some of the literature on financial distress. In Section 
II, we outline our research methodology, and we present our results in 
Section HI. We conclude with some thoughts on policy reforms and 
future research possibilities. 

I. FORECLOSURE LAW AND THE LITERATURE 
ON FINANCIAL DISTRESS 

In general terms, a mortgage foreclosure occurs when a borrower 
breaches the contract with his or her lender, who then invokes state 
laws that culminate in the sale of the property in order to recoup at 
least .some of the balance on the loan.'"' Although all states allow a 
lender to bring an action in court that would lead to such an eventual 
sale, most states allow for a lender to sell the property without involv- 
ing a court whatsoever, as long as the borrower agreed to such a pro- 
cedure in the loan contract ex ante.'^ We chose the four states we sur- 
veyed - Florida, New Jersey, California and Illinois - in part to re- 
flect a diversity of state law foreclosure proceedings, and to ensure 
that there would be enough time for the surveys to reach participants 
before their homes were sold. See Table I . 


See Debra Pogrund Stark, Facing the Facts: An Empirical Study of the 
Fairness and Efficiency of Foreclosures and a Proposal for Reform. 30 U, Mich. J.L. 
Reform 639, 643 (1997) (explaining the consequences of defaulting on mortgage 
payments and discussing the basic features in stamiory schemes of state foreclo.sure 
laws). See Karen M. Pence, Foreclosing on Opportunity: State Lttws and Mortgage 
Credit, 88 Rev. Econ. & St AT. 177 (2006), for a complete discussion on the relation- 
ship between state law and foreclosure. 

Schill, supra note 8, at 492-93. 
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Table I : Summary of Foreclosure Laws By State 



Primary 

Type 

Time 

to 

Conclusion 

Must Pay 
Accelerated 
Debt 
to 

Reinstate? 

California 

Non-judicial 

Up to 4 
months 

No 

Florida 

Judicial 

4 to 6 months 

Yes 

Illinois 

Judicial 

9 months to 2 
years , 

No 

New Jer- 
sey 

Judicial 

8 to 12 
months 

No 


Foreclosures in California can be either judicial or non-judicial.'^ 
A judicial foreclosure is required if the mortgagee seeks a deficiency 
judgment, but the process is slower and more costly than non-judicial 
foreclosure.'^ When the mortgagee uses judicial foreclosure to seek a 
deficiency, the mortgagor receives a right of redemption effective for 
one year following sale, which does not exist for non-judicial foreclo- 
sures.'" For these reasons, almost all mongage foreclosures are non- 
judicial, and typically take less than four months.'" Under California 
law. a mortgagee must file a notice of default with the county record- 
er, who mails the affected parties at least 1 10 days before the sale, and 
notice of the sale must be published at least 20 days before the sale.^’ 
The mortgagor has a right to reinstate his mortgage up until five days 
before the sale by paying the amount in default plus costs associated 
with foreclosure."' Although most mortgage contracts include an “ac- 
celeration clause” whereby the entire amount of the mortgage comes 
due upon default, in California, the mortgagor is not required to pay 


MiCHAti T, Madison, Jeffrey R. Dwyer & Sn vi n W. Bender, The 
Law of Real E,state Financing § I7;9. 

A deficiency judgmenl is a claim against the borrower personally for the 
unsecured portion of the debt, which remains after the collateral exhausted. 

Cal. Civ. Code § 726(e) (West Supp. 2007). 

''' Andrea Lee Negroni, John P. Kromer & Mary M. Pfaff, Residential 
Mortgage Lending: State Regulation Manuai. West, Caiifornia Mortgage 
Lending § 2:19 (Aug. 2001) amiUible ai RML-SRW CA s 2:19 (Westlaw), 

Cai, Civ, Code §§ 2924(a), 2924f (We.si 1993 & Supp. 2007). 

§§ 2924c(a), (e). 
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the accelerated debt in order to reinstate the mortgage. All foreclo- 
sures in Florida are accomplished through judicial proceedings with- 
out a jury,’’ and usually take three to six months.’’ There is no notice 
required prior to the filing of court proceeding, but the court ma^ 
require that the lender effectuate personal service on the borrower. ■'* 
The sale of property usually occurs between twenty to thirty-five days 
following judgment.’’ Generally, the mortgagor has a right to redeem 
the property any time before the filing of a certificate of sale by pay- 
ing the entire amount due under the judgment or under the security 
interest plus any other amounts due including acceleration and costs 
including attorney's fees.’* Otherwise there is no right of redemp- 
tion.” 

All foreclosures in Illinois occur through judicial proceedings,’** 
and usually take nine months, but can take up to two years if a mort- 
gagor mounts a defense.’* For three months after receiving a foreclo- 
sure notice, a mortgagor can prevent foreclosure through reinstate- 
ment by curing all defaults. ’*' For this right to be invoked, the mortga- 
gor does not have to pay any accelerated indebtedness, but must pay 
the portion of the principal that was due at the time of the default plus 
additional accumulated expenses needed to make the account cur- 
rent.’* A residential homeowner also has a right of redemption for 


•• Fi.a. Si AT. Ann. § 702.01 (West 1994) . 

Madison ki al. supm note 16 at § 20:2. 

“The requirement of personal service on the borrower sometime.s entails 
extraordinary efforts to locate the borrower." Andrea Lee Negroni, tt ai... 
Residential Mortgage Lending: State Regulation Manual South Ea,stcrn, 
Florida Mortgage Lending, § 2:19 (Nov, 2007). available at RML-SRSE FL s 
2:19 (Wesilaw). 

Although Florida law does nol mandate any procedure, it does provide a 
procedure that can be used, and courts generally follow those procedures. Fla. Stat. 
ANN. §§ 45.03 1 (West 2006). See Madlson et ai. supra note 16 at § 20:2. 

“ §45.0315. 

’’ Negroni, et al,, supra note 19 ai § 2:19. 

■" Illinois Mortgage Foreclosure Law, 735 111. Comp. Stat. Ann. 5/15-1 102 
(West 2003). In certain circumstances where the lenders are willing to forgo a defi- 
ciency judgment claim and the morigagor waives her rights to reinstatement and 
redemption, a mortgagee and morigagor can agree to a “consent foreclosure" which 
accelerates the process. See 735 11 1 . Comp. Stat. Ann. § 5/15-1402 (West 2003). 

See generally Illinois Morigage Foreclosure Law, 735 111. Comp. Stat. 
Ann. 5/15-1 lOl to -1706 (West 2003); Illinois Attorney Desk Reit.rence 
Manual, Housing Law: Mortgage Foreclosure (2003), available ai 
hUp://www.illinoislegalaid.org/index.cfm7fuseaclion=home.dsp_conteni&contentlD= 
327. (last visited Nov, 18,2007). 

735 II I.. Comp. Stat. § 5/15-1602. This right is only available once every 
Five years. §5/15-1 602. 

” Andrea Lee Negroni, f.t al.. Residential Mortgage Lendinc;: State 
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seven months after she receives notice, or three months after the date 
of entry of a judgment of foreclosure, whichever is later.^‘ In order to 
redeem property, the mortgagee must pay all of the remaining prin- 
cipal due, plus costs and fees. There are additional protections for 
high-risk home loans, most importantly a one time per loan opportuni- 
ty for a mortgagor to delay foreclosure for 30 days by seeking credit 
counseling.'^^ 

All foreclosures in New Jersey occur via Judicial proceed! ngs,^"* 
usually a public sale,''^ and typically take eight to twelve months.'^ 
New Jersey law requires that the mortgagee provide a notice of inten- 
tion to foreclose thirty days prior to commencement of proceedings, 
or acceleration.’’ The mortgagor can reinstate their loan by paying the 
entire amount in default plus court costs and attorneys’ fees. The 
mortgagor does not need to pay accelerated indebtedness to invoke the 
reinstatement right. The right to reinstate exists at an^ time up to the 
entry of final Judgment, usually lOdays after the sale.^* 

Much has been written about mortgage default, medical debt, and 
families in financial distress, but there is surprisingly little borrower- 
reported data regarding medical crises as trigger events for mortgage 
foreclosure. Most theoretical discussion of mortgage default is 
founded on the theory that borrowers have the option of whether to 
make the mortgage payment, refinance the loan, or default on the loan 


Regui-ation Manual Nokth Centrau Illinois Mortgage Lending, § 2.19 (Aug. 
2007),<(vu/7oW<-arRML-SRNCN ILs 2:l9(Wesllaw), 

7.t5 ll.E. Comp. Stat. § 5/15-1603. If ihe morlgagee is the purchaser at the 
sale and the sale price was less than the amount previously required to redeem the 
property, the mortgagor can redeem for an additional 30-day period after the date the 
sale is confirmed by paying to the mortgagee Ihe sale price plus all related costs, 
expenses, and interest. § 5/15-1603. 

” Residential Mortgage License Act of 1987, Ii.l. Admin. Code tit. 38, § 
1050.1280 (2007); Negroni, et al., supra note 31 at § 2:19. 

Although other types of foreclosure may still be “theoretically possible," 
judicial f<>reclosure.s are the only type of foreclosure method used in practice. 5 
Baxter Din away. The Law oi Distressed Real Estate § 76:19 (14th release 
2006). 

’’ A mortgagee can initiate an optional procedural where the mortgage debt 
is deemed satisfied without sale when the residential property has been abandoned, 
has no equity, or where the lender takes a deed in lieu of foreclosure. N.J. Stat. Ann. 
§ 2A:50-63 (2000). It is anticipated that the use of this procedure will not be 
widespread. 5 Dunaway, supra note 34, § 76:25. 

Andrea Lee Negroni, et ae.. Residential Mortgage Lending: State 
Reoul/Uion Manual North Central Illinois Mortgage Lending, § 2:19 (Aug. 
2001), available at RML-SRNCN ILs 2:19 (Westlaw). 

" N.J. Stat, Ann. §§ 2A:5()-56 (2007), 

A mortgagee can reinstate a particular loan only once every 18 months. § 

2A:50-57. 
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and allow the lender to take the property.’‘’ Much of the academic 
debate has centered on whether the choice made by the borrower un- 
der the “option theory” is “ruthless” with only the value of the mort- 
gage and the fair market value of the home considered,*"* or whether 
the choice includes other borrower-related issues such as loss in in- 
come or medical crisis.^* Despite the significant economic literature 
on the subject, further empirical research is needed to study “trigger 
events, such as divorce and death” and whether “some defaults [are] 
driven by a sudden drop or loss of income caused by unemployment 
or job loss or by a sudden increase in expenses, such as medical or 
legal fees[.]”‘'- 

There is some empirical data on borrower-level crisis and mort- 
gage default, and in recent years this data has shed some doubt on the 
“option theory” account. Quercia, McCarthy, and Stegman analyzed 
data from Farmers Home Administration borrowers and found that 
contemporaneous net equity had no effect on default rates whereas 
income to payment ratios and the existence of crisis events had a sig- 
nificant effect on default.'*' In another study, Quercia, Cowan, and 
Moreno analyzed data from 4,200 borrowers who received credit 
counseling in Minneapolis-Saint Paul between 1991 and 2003. The 
researchers found that while health problems were a cause of foreclo- 


For a comprehen.sivc (though now dated) review of the traditional litera- 
ture of mortgage default, sec Roberto G. Quercia and Michael A. Stegman, Residen- 
tial Mortgage Default: A Review of the Literature, 3 J. HOUSING RES. 341 (1992); see 
also Kerry D. Vandell, How Ruthless is Mortgage Oefauir? A Review and Synthesis of 
the Evidence, 6 J. HoiisiNC. Rf S. 245 (1995) (analyzing a variety of models and theo- 
ries and determining that the "frictionless option-theoretic models" arc the most use- 
ful); see also Stark, supra noie 14, at 640 n.3 (describing law review literature that 
discusses preliminary empirical .studies of foreclosures in various locations). 

See James B. Kau, Donald C. Keenan & Taewon Kim. Default Probabili- 
ties for Mortgages, 35 J. Ukb, Econ. 278, 278 (1994) (suggesting that transaction 
costs play little or no role in mortgage default decisions); See also Gordon W. Craw- 
ford & Eric Rosenblatt. Efficient Mortgage Default Option Esercise: Evidence from 
Loss Severity, 10 J. Real Est. Res. 543 ( 1995), 

John M. Quigley & Robert Van Order, Explicit Tests of Contingent Claims 
Models of Mortgage Default. 1 1 J. Real Est. Fin. and Econ, 99, 100 (1995) (stating 
that if homeowners are rational, transactions cotits, such as reputation costs, are 
needed to explain default behavior). See also Brent W. Ambrose & Charles A. Ca- 
pone, Modeling the Conditional Probability of Eoreclosure in the Context of Single- 
Family Mortgage Default Resolutions, 26 Real E.sr. Ec:on. 391 (1996) (arguing that 
trigger events can lead to foreclosure even for borrowers with positive equity, who are 
unable to raise cash or to sell the property). 

Vandell, supra note ,39. at 259. 

■*' Roberto G. Quercia, George W. McCarthy & Michael A. Stegman, Mort- 
gage Default among Rural, Low- Income Borrowers, 6 J. Housing Res. 349,363 
(1995). 
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sures, those causes were in decline from 25% to 20%, while causes 
such as job loss or money management had increased.''^' In 2005, Col- 
lins conducted one of the few mailed surveys concerning mortgage 
foreclosure, surveying 299 predominantly minority, low income 
households in Chicago, and found that 33% of respondents listed 
medical problems as a cause for their foreclosure/'^ And in early 2007, 
Freddie Mac presented basic analysis on the chief causes of mortgage 
delinquency from the borrower’s perspective, with loss of income the 
biggest cause, 36% in 2006, and illness ranking second, 21% in 
2006.'*^ The Freddie Mac study asks for, and reports, only the “chief” 
cause of mortgage delinquency for each respondent, and mortgage 
delinquency is a stage prior to initiation of foreclosure proceedings. 
Together, these studies suggest that medical crises may account for 
one quarter to one third of mortgage foreclosures, but none of them 
have explored the ways that various cau.ses interact, nor explored oth- 
er medical causes in depth, such as the amounts of un-reimbursed 
medical bills each respondent paid. 

Beyond the context of mortgage foreclosures, medical debt has 
been studied and linked to a weakening of housing security.”’ Various 
studies by nonprofit advocacy organizations have shown that medical 
debt can lead to housing problems such as difficulty acquiring housing 


Roberto G. Quercia, Spencer M. Cowan & Ana Moreno, The Cost- 
Effeciiveness of Community-Based Foreclosure Frevemion 2 1 {Joint Center for Hous- 
ing Studies of Harvard University, Working Paper, Paper No. BABC 04-18, 20(M), 
available at http://www.jchs.harvard.edu/puhlications/rinance/babc/babc_04- 1 8.pdf. 

■*’ J. Michael Collins, Explorint; the Design of Financial Counseling for 
Mortgage Borrowers in Default, 28 J. F.vm. & Eton. Issues 207, 208, 213 tbl.2 
(2007). The study was focused on the effectiveness of mortgage counseling. Id. at 
208. Clients with injuries and medical problems were less likely to use telephone 
counseling only and more likely to use both face-to-face and telephone counseling, 
/rf. at 213 tbl.2. 

See Press Release, Freddie Mac. 2006 Drop in Delinquencies Show Shift- 
ing Reasons Behind Single Family Late Payments, Says Freddie Mac (Apr. 25, 2007). 
http://www.freddiemac.eom/news/archives/servicing/2007/20070425_singlefamily. 
html. 

See, e.g., Robert W. Seieert, Home Sick: How Medical Debt 
Undermines Housing Security 1 (The Access Project 2005). See also Michelle M. 
Doty, Jennifer N. Edwards & Aly.ssa L. Hoimgren, Seeing Red: Americans 
Driven into Debt by Medical Bills 3 (The Commonwealth Fund, 2005), avaiUtble 
at 

http://www.coiTimonwealthfund.Org/usr_doc/837_Doty_seeing_red_medical_debt.p 
dl?section=4039 (analyzing the hardships faced by those unable to pay medical bills 
including taking out loans against their homes); Cathy Schoen, Michelle M. Doty, 
Sara R. Collins & Alyssa L. Holmgren, Insured but Not Protected: How Many Adults 
are Underinsured?, W5 Heai.th Affairs 289, 2% (2005), 

hilp://content.heallhaffairs.org/cgi/rcprinl/hlthatTw5,289vl. 
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due to poor credit and missing rent or mortgage paymencs.^** In one 
study, one-quarter of families with at least one member lacking insur- 
ance reported having to “change their way of life significantly” to pay 
medical bills.**^ In 2005, Watson et al. studied 383 people in St. Louis, 
Missouri, finding that 53% of their respondents owed medical debt.^*’ 
Of those with medical debt, 31% reported that the debt resulted in 
housing problems.^' Pryor and Gurewich conducted a similar study in 
2003 of 342 clients at two community health centers in Boston, Mas- 
sachusetts.'^’ They found that 41% of respondents reported having 
medical debt, with 53% of that group reporting that it caused housing 
problems.'' Zeldin and Rukavina reported that in a phone survey of 
low to middle income households, those with medical expenses in the 
prior year had a higher average credit card debt than those who did 
not cite any medical expenses.'** Although some of the studies note in 
passing that “[pjeople who owe medical bills often find themselves in 
court... sometimes leading to foreclosure,”''’' the relationship between 
mortgage foreclosure and medical distress remains underdeveloped. 


StlttRl', supra note 47, at I; Doty, supra noic 47, ,it Schoen, supra 
note 47, at 296. 

Lisa Dlichon et al. Security Matters: How Instability in Health 
Insurance Puts U.S. Workers at Risk 1 1, 16 charil7 (The Commonwealth Fund, 
2001 ) avaitahte al 

hup://www.common weaUhfund.org/usr_doc/duchon_seturiiymalter.s_5 1 2,pdr.'seccion 
=40.59. The figure rises to nearly 40% when none of the family members are insured. 
Id. 

Sidney D. Watson, Margarida Jorge. Andrew Cohen & Robert W. 
Seieeri, Living In The Red: Medical Debt and Housing Security In Missouri I, 
22 (The Access Project, 2(X)7), avuiluhle at 
http;//www.accessprojcct.org/adobc/living_in_the_red pdf. 

” This remained significant even with low amounts of debt, as 15% of the 
respondents with medical debt under $500 and 27% with debt between $500 and 
$1,000 reported housing problems. Id. at I. 

” Carol Pryor & Deborah CuREwtcti, Getting Care But Paying 
ITIE Price: How Medical Debt Leaves Many in Massacih.'setts Facing Tough 
Choices 13 (The Access Project, Februtuy 2004), available at 
http://www.accessproject.Org/downIoads/M Areptirt.pdI. 

/d. at6. 

’■* Cindy Zeldin & Mark Rukavina, Borrowing to Stay Healthy; How 
Credit Card Debt Is Related to Medical Expenses 4-5 (2007). available at 
htlp://www. demos.org/pubs/healthy_web.pdf. 

Seifert, supra note 47. at 9 (citing Grace Rollins, Uncharitable Care: 
Yale-New Haven Hospital’s Charity Care and Coi.iections PRAcmcF.s (Con- 
necticut Center for a New Economy, January 2003)); See also, Lucette Lagnado, 
Twenty Years and Still Paying, WAt,L St. J., Mar. 13, 2003, at Bl (describing the 
effect of aggressive collection practices used by ho.spitals): cf. Lucette Lagnado, Full 
Price: A young Woman, an Appendectomy, and a $I9.(K)0 Debt. Wai.i, St, I., Mar- 
17. 2003, at Al (depicting the economic troubles that resulted after a young woman 
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The Consumer Bankruptcy Project (CBP) provides a successful 
model for studying families in financial distress, drawing data from 
bankruptcy records, written surveys, and telephone interviews in 
1981, 1991, 2001 and now 2007 forthcoming.’* The CBP originally 
used only court records to link medical bills to bankruptcies.’^ How- 
ever by 2001, it had become routine for debtors to pay medical bills 
with credit cards, which would be listed as general debt in court 
records and would not be traceable to a medical cause. Given this gap 
and other developments, the researchers also began using written and 
telephone surveys to acquire information from the debtors themselves, 
as we did in the present study. 

Jacoby & Warren reported that 46% of debtors in the 2(K)I survey 
self-identified a medical cause for their bankruptcy, with 21% of deb- 
tors in the written survey reporting missing at least 2 weeks of work 
due to a medical injury and 26% reporting having medical bills in 
e.xcess of $1000 that were not covered by insurance in the two years 
before tiling for bankruptcy.’* Jacoby & Warren posited that perhaps 
63% of the debtors they surveyed had a medical-related bankruptcy. ’’ 

In a widely cited article also based on the 2001 dataset and sup- 
plemented by in-depth interviews with respondents who indicated 
medical causes of their bankruptcies, Himmelstein, Warren, Thorne 
and Woolhandler concluded that about 2 million Americans (includ- 


underwent .surgery wiihoul medical insurance). 

Sec. e.g.. Tf.resa A. Sui.livan, Elizabeth Warren & Jay Lawrence 
Westbrook, As We FoRcavE Our Debtors: BANKRurrcv And Consumer Credit 
In America 168 (1989) (reporting CBP survey data); Elizabeth Warren & Amelia 
Warren Tyagi, The Two-Income Trap; Why Middle-Class Mothers and 
Fathers areCoino Broke 181-88(2003); Roberl M. Lawless & Elizabeth Warren, 
The Myth of the Disappearing [}iisine.ss Bankruptcy, 93 Cal. L. Rev. 743, 769 (2005) 
(describing phases of data collection for the CBP). The project was initialed by 
Profe.ssors Teresa Sullivan, Jay Wesibrook, and Elizabeih Warren in 1981 and 1991. 
By 2001, ihe team expanded lo include Professors David Himmelsiein, Roben 
Lawless. Katherine Porter, John Pottow. Deborah Thorne, Susan Wachter, Stefhc 
Woolhandler. then-Profes.sor and now-Judge Bruce MarkclI. and then-Profe,s.sor and 
now-Dean Michael Schill. The CBP has conducted its most recent survey in 2007, 
and results are forthcoming. Many of the questions in our survey were based on the 
CBP’s draft survey, and we are grateful to Ihe entire team. 

See Sullivan et al.. supra note 56. 

Melissa B. Jacoby & Elizabeth Warren, Beyond Hospital Misbehavior: An 
Alternative Account of Medical-Related Financial Distress, 100 Nw U. L. Rev. 535, 
548-49,551 (2006). 

id. at 552 rig.3. Jacoby and Warren noted that not all researchers would 
agree with what they included under the realm of medical-related bankruptcy, and 
presented the data under alternative calculations, but concluded that “(bly any analy- 
sis, this study finds a substantial number of families filing for bankruptcy in part lo 
deal with the fallout from medical problems." Id., at 551 
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ing tilers and their dependents) suffered medical bankruptcies in a one 
year period Medical bankruptcies are not static; these authors esti- 
mated that the phenomenon had grown twenty-fold since the prelimi- 
nary study in 1981.*' 

The present empirical study of mortgage foreclosure provides a 
useful supplement to the bankruptcy data, as an alternative measure of 
financial distress in America. In sheer numbers, in 2006, mortgage 
foreclosures affected a larger cross-section of America, striking at 
about double the rate of bankruptcies.*’ Federal bankruptcy is an “im- 
perfect proxy for financial ruin”*^ because it is a voluntary proceeding 
initiated by the debtor himself or herself, who therefore must have the 
financial and personal wherewithal to take this rather drastic reme- 
dy.*^ Moreover, bankruptcy is only attractive to those who have non- 
exempt assets or income that they are seeking to protect from credi- 
tors, and who have the cash on hand to pay an attorney to prepare and 
submit the tiling. The most destitute Americans face tinancial distress 
without bankruptcy protection. 

In contrast, foreclosure proceedings are involuntary for the deb- 
tors, as they are initiated by lenders at their own discretion, and the 
holder of a security interest on a house can exercise it, regardless of 
whether the homeowner has exempt equity therein.*' As the bankrupt- 


David U, Himmelsiein et at.. Market Watch: Illness And Injury As Contri- 
butors To Ikinkruptcy, W5 Hfaith Affairs 63, 63 (2005), 

hup://conicnl.healthaft'airs.org/cgi/repr!nl/hlthalT.w5.63vl. Compare Himmelsiein et 
al. which u.sed a narrower definition of medical bankruptcy, finding that 54.5% had 
medical causes, in contrast to the 63% in Jacoby and Warren supra note 58. 

' ' Himmelsiein et aJ., supra note 60, at 71. 

Compare Press Release. .Administrative Office of the U.S. Courts, Bank- 
ruptcy Filings Plunge in Calendar Year 2006 (Apr. 16, 2007), available at 
htlp://www.uscourts.gov/Pres.s_Releases/bankruptcyfilings04 1 607.html (announcing 
that 617,660 bankruptcy cases where filed in 2006) with Press Release. RealtyTrac, 
supra note I (tinnouncing 1,2 million foreclosure filings in 2006). Note, however, 
that 2006 was an odd year for both bankruptcies and foreclosures, with a dramatic 
decrease in bankruptcies following passage of the Bankruptcy Abuse Prevention and 
Consumer Protection Act of 2005 and a dramatic increase in foreclosures. See id. 

''' Himmelsiein et al., supra note 60, at 71. 

It is possible for creditors to file an involuntary petition for bankruptcy, 
however this is an extremely rare occurrence generally, and even more rare for con- 
sumers. David S. Kennedy, James E. Bailey, 111, R. Spencer Clift, III, The Involunta- 
ry Bankruptcy Process: A Study of the Relevant Statutory and Procedural Provisions 
and Related Matters. 31 U. Mfm. L. Rf.v. I, 3 (2000) (in 1998 “less than l/IOOO of 
one percent of all bankruptcy cases filed were commenced involuntarily.” (citation 
omitted)). 

This voluntary versus involuntary distinction only focuses on the legal 
filing itself. Whether individuals are forced into financial distress by exogenous fac- 
tors is a distinct, though more fundamental, question. 


VerDate Nov 24 2008 


14:36 May 25, 2010 Jkt 056473 PO 00000 Frm 00318 Fmt 6633 Sfmt 6633 S:\GPO\HEARINGS\56473.TXT SJUD1 PsN: CMORC 


2 



313 




78 HEALTH MATRIX [Vol, 18:65 

cy authors acknowledge, “many people financially ruined by illness 
are undoubtedly too ill, too destitute, or too demoralized to pursue 
formal bankruptcy.”** These people, on the other hand, will show up 
in the foreclosure filings, although they may or may not respond to 
our surveys. Indeed, only one third of our respondents (34%) reported 
that they had ever in the past declared bankruptcy, and only 15% of 
the total respondents had either “tried,” or were planning to declare 
bankruptcy as a solution to their impending foreclosure. By sampling 
a different population than other studies, our survey helps complete 
the picture of financial distress in America.*^ 

On the other hand, our foreclosure study is in some ways more 
limited than the bankruptcy studies. Mortgage foreclosure is obvious- 
ly limited to homeowners, while bankruptcies cover both homeowners 
and renters. Another significant weakness of our data compared to the 
ongoing bankruptcy studies is that we only have a snapshot in time of 
four states rather than a national sample repeated several times over a 
quarter century.*** Thus, we are unable to control for geographic varia- 
tions and measure longitudinal changes over time. 

II. RESEARCH METHOD 

We mailed surveys to 2,000 homeowners in four states: Califor- 
nia, Florida, Illinois and New Jersey.*’ We chose these states primari- 
ly in an attempt to reach people in a broad range of geographic, life- 
cycle and socio-economic situations, though we were also constrained 
by data availability, and certain features of particular state foreclosure 
laws. Geographically, these states include both coasts, the north and 
the south, and the interior of America. As for life cycles, in America, 
12.4% of the population is over 65 years of age, and two of our states, 
Florida and New Jersey, are above this average while two others, Cal- 


** Himmelstein et a!., supra note 60, at 7 1 . 

See Richard M. Hyne.s, Bankruptcy and State Collections: The Case Of 
The Missing Garnishments. 91 C 0 RNF. 1 .L L. Rev. 603, 606 (2006) (.studying state law 
debt collection del'endant,s and arguing that “(tjf we are to understand the extent of 
consumer financial distress, we must look beyond bankruptcy”). 

The CBP has only this year undertaken a national sample. In previous 
years, it used a selection of individual judicial districts around the country. See gen- 
erally sources cited at note 58 supra. 

We obtained funding and supplies sutTicient to mail 2000 surveys, and we 
estimated that our re.sponse rale might be high enough to ju.slify sending 500 surveys 
to any given stale. So we selected lour stales to survey. Because we wanted a signifi- 
cant number of returns from each state, we did not weight them according to popula- 
tion in our mailings, hut rtithcr weighted the final results when making national com- 
parisons. 
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ifornia and Illinois, are below.’*’ Except for Florida, these states have 
higher median home values than the national median of $1 19,600, but 
these states, again except for Florida, also have higher median in- 
comes than the national median of $44,434. So, while these states 
include a reasonable cross-section of America, future studies should 
aim to be more comprehensive, and scientifically representative. 

We also selected these states out of sheer practicality. In some 
states, foreclosures proceed from notice to disposition too quickly and 
the filings are not publicly accessible quickly enough to survey the 
homeowners by mail.” As a result, we focused on states where the 
notices of foreclosure were readily accessible within days of the fil- 
ings, but where the homeowners would still likely be in the homes for 
several weeks, during which they could receive and respond to our 
survey. There is a potential source of selection bias here - states with 
quicker foreclosure procedures could make foreclosure less expensive 
for lenders, and therefore cause them to turn more readily to this re- 
medy. Thus, the potential survey populations in those states could 
have different characteristics than the ones we surveyed. This problem 
could be explored and remedied by future studies using telephone 
surveys instead of mail. 

We obtained names, addresses, and basic property information for 
recent mortgage default notices from the Westlaw real propeny pre- 
foreclosure database for each state. The Westlaw databases contain 
information filed with the county clerk or recorder in select counties 
that relates to court filings for foreclosures or notices of default. Most 
of the information is usually provided by the pany filing with the 
clerk — generally, the mortgage lender attempting to foreclose on the 
mortgage. 

On November 27, 2006, we extracted all mortgage foreclosure 
records for single-family properties and residential condominiums that 
had been recorded within the previous 30 days from the appropriate 
pre-foreclosure databases.” Seeking only to survey homeowners, we 


U.S. Census Bureau. OuickFacis, hupV/riuickfacis.census.gov/qtd/ (Iasi 
visited Oct. 26, 2007) (use drop down box to view a particular state's census informa- 
tion). 

” For example, we considered .surveying homeowners in Texas, but foreclo- 
sures in Texas can be completed within 21 days of the tnilial court filing. Many of the 
counties submit their data only bi-weekly. To get enough foreclosure notices in Tex- 
as, we would have had to u.se records that had been filed in court almost a month 
before we queried the database. By the time our survey would have reached the mail- 
ing addre.ss, it is likely that many of the homeowners would already have been forced 
from their homes. As a result, we were unable to survey homeowners in Texas. 

To obtain enough records from New Jersey, we had to extract records for 
the previous 60 days. We obtained 6577 records from California, 1679 from Florida, 
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filtered out commercial and investment properties by keeping only 
records for which the defendant mailing address was the same as the 
property address.’'^ We then randomly selected 500 records from each 
state to receive surveys. 

We designed our survey packet to maximize the response rate, 
and included a one dollar gift to encourage participation.^'^ The survey 
instrument was designed to be easily readable,’* and we circulated 
drafts for comment to bankruptcy attorneys who regularly work with 
these populations. ” The survey was six pages, covering a variety of 


761 from Illinois, and 900 from New Jersey. Because counties update their data on 
different schedules (a few update daily, many update weekly or biweekly, some up- 
date monthly, and a handful update only bi-monthly), the median record date varied 
by state and some counties were disproportionately represented in our initial data 
extraction. The median recording date for the California data was November 7, it was 
November 2 for Florida and Illinois, and it was October 19 for the New Jersey data. 

” A small number of institutional defendants made it through this filter, but 
we identified them by visual inspection after the survey sample had been .selected. 
After filtering, we had 4348 records from California, 856 from Florida, 540 from 
Illinois, and 739 from New Jersey. 

Wc sampled 500 from each state for simplicity, though it implies that 
some slates were over-sampled and others were under-sampled. Our subsequent com- 
parisons across states rely on appropriately weighted averages. See for example infra 
note 84. 

Wc printed cover letters on high-bond, color Hiirvard Law School letter- 
head, and all three authors signed each of the 2000 letters in blue ink. The letter men- 
tioned our advisor, Professtsr Elizabeth Warren, by title and name, and mentioned that 
she had published well-known books and has appeared on the popular Dr. Phil televi- 
sion show. We hand-stamped both the outer and return envelopes with brightly- 
colored stamps, and we included a crisp, new onc-dollar bill in each packet. We 
strongly emphasized the confidentiality of the responses. We also attempted to call 
every recipient who had not yet responded, encouraging them to complete the survey 
on the telephone. In short, wc followed the techniques shown to increa.se survey re- 
.sponse rates. See generally, Don DtLLMAN, Mail and Intrrnlt Survey.s: The 
Taii.orf.d Design, Second Edition (2007), 

For example, wc presented respondents with 21 possible contributing 
causes and asked them to check alt factors that contributed to their default, but we 
were worried that respondents would be less inclined to read the entire list and to 
check causes further down on the list. Therefore, we broke the question into five sub- 
questions, each containing a list of four or five answer options. Unfortunately, we did 
not randomize or vary the order of the response options across individual surveys in 
order to lest this potential source of bias. Nonetheless, the standard account’ factors, 
as wc are calling them, (i.c., “amount due for monthly mortgage payment increased”, 
and “loan was not affordable from the beginning”) were the first two options listed, 
while the medical factors, which we are exploring as an alternative hypothesis, were 
in slots six through nine. Thus, any such bias towards the top of the list, or towards 
either end of the list would make our findings more significant. The second-most 
popular response ( "had to pay unexpected expenses ...”, at 49% of respondents) was 
in slot fifteen, suggesting that if there is a bias in this regard, it is modest. 

” We also placed a notice in Spanish at the lop of the first page asking Span- 
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issues and collecting basic demographic data, and included a blank 
page at the end to allow respondents to explain their situation in great- 
er detail. 

We sent the surveys by first-class mail. We received 1 13 com- 
pleted survey responses in the mail. An additional six surveys were 
returned by the recipients without responses, and 187 were returned 
by the post office marked “address unknown,” perhaps because the 
residents failed to prevent foreclosure and were evicted, without leav- 
ing a forwarding address. To increase our overall respon.se rate, we 
called all of the non-respondents for whom we could obtain phone 
numbers.™ Fifteen people answered the survey over the phone, bring- 
ing our total response count to 128, for a response rate of 7% (128 
responses of 1813 valid postal addresses).™ 

To check for bias in our relatively small number of responses, we 
obtained data from a website that compiles real-estate property data, 
Zillow.com, on most of the 2000 properties we had randomly selected 
to receive surveys.®' According to the data from Zillow.com, our res- 
pondents had a mean/median home value of $324,581 / $250,063, 
whereas our non-respondents had a mean value of $349,065 / 
$283,726 — a difference of about $25,000. but not statistically signif- 
icant even at as low as the 80% confidence level. There were aLso no 
significant differences between respondents and non-respondents at 
the state level.®' We also found no statistically significant differences 


ish speakers to check a box and return the survey even if they were unable to com- 
plete it. We received no such returns. 

The Westlaw pre-foreclosure database records do not contain phone num- 
bers for defendants, so we obtained phone numbers in bulk from online white pages. 
We were able to obtain phone numbers for J49 of our non-respondents; we attempted 
to call them all at least once. 

We received 22% of our responses from California, 32% from Florida. 
20% from Illinois, and 27% from New Jersey. Two-thirds (64%) of our respondents 
were white, 18% were African-American, 8% were Hispanic, and 7% were Asian- 
American. As discus.sed in Part III (A) infra, with reference to their incomes and 
home values, our respondents Irxiked quite like the median persons in their states. 

We were able to extract estimates for home value and recent value apprec- 
iation for almost 90%> of the addres.ses we selected, and we extracted square footage 
and year built for about 78% of the addresses outside of New Jersey. Aside from 
rough valuation estimates, Zillow.com did not have property characteristic data for 
New Jersey addresses. For addresses outside New Jersey, we were also able to obtain 
the number of bathrooms for 76% of the records and the number of bedrooms for 
51% of the records. 

Obviously, our low response rate makes it harder to find significant differ- 
ences. The mean value ($223,063) for our respondents in Florida was noticeably 
lower than tbe value ($299,578) for the Florida non-respondents, but due to the large 
variation in values, the difference was not statistically meaningful at as low as the 
90%' confidence level. 
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between respondents and non-respondents in terms of mean and me- 
dian home purchase prices, the change in home value over the recent 
30 day period, the square footage of the home, the year the home was 
built, the number of bedrooms, or the number of bathrooms. 

With regard to potential response bias, one concern would be that 
those with medical or other exogenous causes would be more likely to 
respond, wanting to tell their stories, while those who had caused their 
own foreclosure by purchasing a home they could not afford or mak- 
ing a bad bet on the real estate market, would be too embarrassed to 
respond. The year in which people had purchased the homes now in 
default would provide some indication of whether this response bias is 
present. If there were such a response bias, one would expect to see 
non-respondents with significantly more recent home purchases, com- 
pared to the respondents who would have been able to afford their 
homes until encountering a medical or other crisis. The average date 
purchased for these two groups was within six months of each other, 
yielding no statistically significant difference on this score (n = 1 1 12, 
71, p = .22). Thus, if there is a response bias in this data, it is too sub- 
tle to be detectable with the data on hand. Nonetheless, even with 
these modest tests of bias, the relatively low response rate is a cause 
for concern, and readers should consider our findings conditional until 
a more robust study can further test our hypotheses. 

in. FINDINGS 

Our surveys included both subjective data, in which respondents 
themselves specify what they believed caused their foreclosures, and 
purportedly objective data — the raw facts reported by the respondents 
about their situations, such as whether they currently have health in- 
surance. As noted above, we also relied on data about the properties of 
both respondents and non-respondents. Together, these three sources 
of data complement each other and paint the picture of foreclosure. 

The Standard Account 

Our data shed light on what we have called, “the standard ac- 
count” of the causes of home foreclosures.*’ This standard account 
focuses on lax lending standards, rising interest rates, and irresponsi- 
ble borrowers who are walking away from upside-down mortgages on 
houses they simply cannot afford. Relevant to this explanation, we 
have data regarding the homeowners’ self-reported causes of foreclo- 


See discus.sion surrounding and sources cited in notes 3-5 supra. 
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sure, their time in residence, their incomes and secured debt, and their 
home equity. 

Of the respondents, only one third (36%) said that increasing 
mortgage payments were a factor in their default, and only one in six 
(16%) reported that their loan was actually unaffordable from the be- 
ginning. In contrast, three quarters of respondents (76%) reported that 
their foreclosure was caused by a drop in income (57%) or unexpected 
expenses (49%). As we see below, medical crises strike on both of 
these fronts. 

As shown in Table 2, these homeowners reported surprisingly 
high household incomes, earning $52,000 annually on the median.® 
This puts them squarely in the middle-class, matching the $51,000 
median household income for residents of their four states, weighted 
appropriately.*'* The respondents also owned fairly typical homes for 
their states, with a median value of $254,023.® In comparison, the 


The average income was even higher, at $.S8,567. Unfortunately, we did 
not ask respondents to distinguish between their incomes before and after their medi- 
cal or other crises that caused the mortgage default. Thus, the reported figure could 
represent the income they were receiving before being injured, or it could repre.sent 
their actual income now that they are unemployed. Assuming that some respondents 
may have answered the question one way, and some may have answered it the other 
way, one might assume that the average income, pre-medical crisis, is higher than the 
reponed figure, even though the average actual income, during the medical crisis, is 
lower than the reported figure. Consistent with this hypothesis, wc found a significant 
difference in the income levels of those who had a medical cause of foreclosure. 
Those without a medical cause had a mean/median income of S75,000 / $55,000, 
while those with a medical cause had S52,000 / $45,000. However, in regression 
models accounting for other factors, such as age, race, and state of residence, this 
difference became insignificant. 

U.S. Census Bureau. Two-Ycar-Average Median Household Income by 
State: 200.5-2005. 

http://www.census.gov/hhes/www/income/income05/statcmhi2.html (last visited Oct. 
26, 2007). We took the 2004-2005 medians for each state, and then to estimate the 
2006 value wc used the same percentage change for each state in the previous period. 
We then weighted each slate according to the number of responses we received in 
order to produce a weighted average of $50,988. On this score, the incomes for popu- 
lation of the four chosen states are quite simitar to the projected 2006 U.S. median 
income of $47,913 (a difference of 6%). At $52.0(X), our respondents earn about 9% 
more than the national median. Note, however, that here we are comparing the 
homeowners in our sample, with all residents of their slates, including those who do 
not own homes. The average income of those with mortgages nationwide in 2006 
was .$70,667. U.S. Census Bureau, Financial Characteristics for Housing Units with a 
Mortgage, http://factfinder.census.gov/servlet/STTable? bm=v&-geo id = D&- 
qr naiiie=ACS 2006 EST G(X) S2506&-ds name = D&- lang=en (last visited 
Oct. 26, 2007) (note that the 2005 dataset for Table S2506 lists the median household 
income for homeowners with a mortgage in 2005 as $67,852). 

The average house was $324,213. This estimate is ba,sed on data from 
Zillow.com. We also asked respondents to estimate the current value of their homes. 
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median home values for residents of the four states, weighted appro- 
priately, is $320,931.®* Together, these observations suggest that al- 
though these respondents have typical incomes, their homes are ac- 
tually less expensive than the median homes in their states. 

Table 2: Comparison of Foreclosure Respondents 

to State Base Rates 

Four-State 


Foreclosure Weighted 

Respondents Averages 


Household Incomes 

$52,000 

$51,000 

Home Values 

$254,023 

$320,931 

Ratio 

4.9 

6.2 


We estimated the respondents’ required mortgage payments based 
on the total amount of secured debt and interest rate each reported, 
assuming a thirty-year amortization.®^ Based on this relatively crude 


and they were largely consistent with the Zillow data, with a mean of $346,664 and a 
median of $259,000. A paired t-test reveals that the dift'crcnccs are insigniticant (p = 
.14). 

This is based on stale medians estimated by Zillow.com, drawn at the 
same time that the property-level data was drawn. The medians were: California, 
$524,716; Florida, $233,743; Illinois, $231,023; and New Jersey, $357,955. Zil- 
low.com estimated that the United Stales median home value was $263,308. This is 
within 4% of our respondents’ home value of $254,023, sugge.siing that on this meas- 
ure at least, our respondents look quite like middle America. However, at $320,931, 
the housing slock in the four surveyed slates is 26% higher than the national median, 
even though Ihe incomes for residents of these stales is only 6% higher. See supra 
note 84. Thus, residents of these sampled slates can be expected to have somewhat 
more difficulty affording their homes, and therefore may find it more necessary to use 
exotic mortgages. See supra note 4 and accompanying text. A future national study 
of the causes of foreclosure might find an even larger percentage of medical causes 
relative to simple issues of unaffordabilily. 

The thirty-year amortization is the most typical loan type. See Federal 
Housing Finance Board, Terms on Conventional Home Mortgages: Table II - Nation- 
al Averages for All Major Lenders: Loans Closed, 

http://www.thtb.gov/GetFilc.aspx?FilelD=6582 (last visited Sept. 29. 2007) (report- 
ing average lime to maturity for fixed rale loans being 29.0 years for fixed-rale loans 
and 30.1 years for variable rale loans, for those closing in December 2006). This 
estimate of monthly payments does not include insurance or taxes, and will be inaccu- 
rate for respondents who have a longer or shorter loan period, and also fails to ac- 
count for respondents who are using interest-only loans or other variations on Ihe 
standard loan model. Also, note that this benchmark is distinct from the ‘Total Fixed 
Payment to Effective Income” benchmark that is sometimes used in the alternative, 
and is therefore not a measure of total housing costs, which would include utilities 
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estimate, the median homeowners in our sample spends less than one 
third (32%) of their income on their estimated mortgage payments.** 
This puts our respondents, all of whom are in foreclosure, just above 
the Federal Housing Administration (FHA) benchmark of 29%.**’ Al- 
most half (47%) of our respondents meet or beat the FHA benchmark. 
We estimate that the median respondent can completely meet his or 
her mortgage payments, and have $32,707 left over for other living 
expenses.'’*' Nonetheless, given that these people are all in foreclosure, 
we suspect that many respondents reported their normal annual in- 
comes, even though their mortgage foreclosures were precipitated by 
a sudden loss in income. If we had instead asked how much they 
earned in the most recent weeks or months, the annualized amount 
would likely have been somewhat lower. Future studies should at- 
tempt to clarify this point. 

We also calculated the amounts of equity that respondents had in 
their homes -the home’s market value minus the secured debt on the 
home.'*' As noted above, the traditional theory of mortgage default is 
that homeowners will exercise the “option” to walk away when their 
homes are worth less than they owe on them."' However, our median 


and maintenance. This is also distinct from the “Back End Ratio” which includes the 
burden of .servicing all the consumer’s debts, including both secured and unsecured. 
Rather, the present number is comparable to the FHA “Mortgage Payment Expense to 
Effective Income” benchmark infra note 89, and is merely a measure of mortgage 
payments to income. 

^ The mean is 52%, and is drawn up because some people reported extreme- 
ly low incomes, likely due to a recent loss of income. For extimple, there were ten 
respondents that had ratios above 100% (with a maximum of 473%), meaning that 
they would have had to spend every penny of income on their mortgage payments, 
and they still could not have made them. Interestingly, 8.3% of these particular res- 
pondents indicated medical causes of their foreclosures, or indicia of medical crises, 
as defined below. Of those who had income-to-mortgage payment ratios above 50%, 
91% cited medical causes or indicia of crises. See also note 83 supra (income data 
docs not distinguish between income before or after medical or other crises.) 

HUD, 100 Questions & Answers About Buying a New Home, 
http://www.hud.gov/offices/h,sg/sfh/buying/buyhm.cfm ("according to the FHA,| 
Imonthly mortgage payments should be no more than 29%. of gross income”), see 
also 7 C.F.R. § 1980.345 (2007) (allowing a 29% ratio for home loans under the 
Department of Agriculture programs); 38 C.F.R. § 36,4337 (2006) (allowing a 41% 
ratio for home loans under the Veterans Administration programs). 

The mean is S38,60l. This figure is based on the estimate of mortgage 
payments explained supra note 87. deducted from the respondent’s self-reported 
income. 

We u.sed the respondents’ self-reported amount of secured debt and com- 
pared it to both their own estimates of the home value and Zillow.com’s estimate of 
the home values. There was no significant difference between these methods, so the 
scif-reported data is discussed in the remainder of this par.agraph. See note 85 supra. 

See supra note 39-42 and accompanying text. 
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respondent reports that he has about $50,000 in home equity, and the 
average respondent has $85,000 in equity.'*’ Given that 85% of our 
respondents report having some equity in their homes, they do not 
appear to be walking away from upside-down mortgages, as the stan- 
dard account would suggest. 

Together, these observations paint a picture of foreclosure far dif- 
ferent from that described by recent news anicles. With decent in- 
comes, moderate home values, reasonable debt burdens, and consider- 
able home equity, these homeowners appear to be able to afford their 
homes, and have no reason to walk away from them. So why are they 
in default? It seems that either we have a severe response bias, reveal- 
ing only the situations of an unrepresentative portion of those in forec- 
losure, or the standard account of home foreclosure is incorrect. As 
noted in our tests of response bias above, one prediction of the stan- 
dard account would be that many of those in foreclosure had pur- 
chased their homes quite recently, but could not really afford them 
and therefore soon defaulted. However, the homeowners in our sam- 
ple, and not just the respondents, have managed to pay their mortgag- 
es and avoid foreclosure for nine years on average, from the date that 
they purchased the home.'*" Thus, even with this small response rate, 
these preliminary findings compel further inquiry into the true causes 
of home foreclosure. What happened? 

Self-Reported Medical Causes 

In a major part of our study, we simply asked each respondent to 
mark each item on a long list that they believe “caused” them to get 
behind on their mortgage loans. We encouraged them to mark all that 
applied. The responses show that foreclosure can arise from a wide 
variety of causes including everything from natural disasters (5% of 
our respondents) to divorce ( 1 3% of our respondents). However, med- 
ical crises form a particularly striking pattern. 

As shown in Table 3, about half of the respondents said that their 
foreclosure was caused at least in part by a medical problem. The total 


The exact rigure,s are $85,561 mean and $49,900 median. When compared 
to the home value of $324,213 mean and $254,023 median, homeowners have 26% of 
home equity on average, and 20% on the median. 

The median i.s five years. This data is based on the rcspondent.s' reported 
dates when they purcha.sed their homes. The mean is 1998 and the median is 2002. 
The surveys were completed in December 2006 and January 2007. We also collected 
the year the property was last sold from Zillow.com. but the data did not cover New 
Jersey and appeared to exclude properties that were bought long ago. When a paired 
T-Test is run to compare only those properties that have both estimates, the differenc- 
es are insignificant (p = ,08). 
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figure ranges from 49% to 57%, depending on which specific causes 
are counted as “medical” problems. These responses suggest that 
medical crises impinge on foreclosures in multiple ways. A third of 
the respondents and spouses (32%), were hit by an injury or illness. 
Medical crises are ultimately financial problems — causing a quarter 
(27%) to lose work, and a quarter (23%), to divert money towards 
paying medical bills instead of the mortgage. There is obviously sig- 
nificant overlap in these populations — for example, those with medi- 
cal bills are also likely to lose work. 


Table 3: Self-Reported Medical Causes of Foreclosure 


respondents 

any of 
the above 

Illness or injury of self or spouse 

32% 


Others in family ill or injured 

14% 


Loss of work due to illness or injury 

27% 


Medical bills 

23% 

49% 

Drugs or alcohol abuse 

6% 


Gambling problems 

2% 

50% 

Birth, or other family growth 

9% 


Death in family 

11% 

57% 


The abuse of drugs, alcohol, and gambling are all diagnosable 
psychiatric disorders, but we do not know how many respondents 
were actually diagnosed with these conditions. Whether or not these 
are included as medical causes is largely inconsequential, as their in- 
clusion adds a marginal one percent. Change in family size, often due 
to birth, or death, typically includes medical aspects as well. Together, 
these add another 7%, raising the total proportion of respondents re- 
porting medical causes of their foreclosures to 57%. 

This is a striking finding, suggesting a far more significant con- 
nection between medical crises, and the potential loss of homes than 
scholars have previously observed. In contrast, recall that Michael 
Collins found that 33% of foreclosures are associated with medical 
causes and Freddie Mac found that 21% of delinquencies had illness 
as the primary cause.’' It is not clear whether these differences are 
longitudinal, geographic, or methodological. Note that the Collins 
study was limited to one city, and had a shorter list of potential medi- 
cal causes for respondents to choose from. The Freddie Mac differ- 


Collins, suimi note 45. at 2 1 3 lbl.2; See Press Release. Freddie Mac, supra 

note 46. 
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ence may well be methodological, given that they only ask borrowers 
about the primary cause of their delinquency, rather than asking the 
borrowers to check all contributing causes, as we did. Moreover, the 
Freddie Mac data does not provide a list of the various ways in which 
medical causes can contribute to foreclosure, distinguishing medical 
bills from lost work for example, and therefore may elicit fewer accu- 
rate responses. 

The fact that more than half of respondents identify some sort of 
medical cause has critical policy implications, suggesting that the 
cause of the foreclosure may be temporary and un preventable, even 
though the results of foreclosure may be permanent dislocation. None- 
theless, it is also worth noting that most debtors cited one, two, or 
three other, completely distinct causes of foreclosure, including hav- 
ing trouble managing credit and exogenous shocks, such as natural 
disasters.'^ 

With regard to objective indicia of medical crises, we found an 
even stronger relationship with mortgage default, compared to these 
subjective responses. Medical crises have the potential to impact ei- 
ther the income side of a homeowner’s budget, or the expense side, or 
both. 


Income Effects of Medical Crises 

One very significant problem was the loss of work due to injury 
or illness. Three in ten (30%) of our respondents indicated that they, 
or their spou.ses, had missed at least two weeks of work due to illness 
or injury in the two years preceding their mortgage default. At the 
time of the survey, one in twelve (8%) were currently unable to work, 
due to medical reasons. 

In their narratives, respondents explained the link between health 
and income. One wrote that, “I went off work due to medical reasons, 
so the money was just not there.” Another explained that, “[I] was on 
top [of the payments] then had emergency surgery [and) was laid up 
for four months and couldn’t go to work. Got behind.” Likewise, a 
third respondent said that, “I fell behind because my husband was 
injured in a car accident],] and went out on disability.” 

From a policy perspective, this connection between health crises 
and lost work suggests more attention must be paid to disability insur- 


’**’ The modal respondent cited five specific causes of their foreclosure (mean 
= 4.7, median = 5). We also categorized the 2 1 potential causes into three categories - 
medical causes, problems with credit, and exogenous causes, (The survey instrument 
does not make this distinction.) The modal respondent indicated at lea.st one cause in 
all three categories (mean = 2.1, median =2). 
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ance, or other ways of bridging these sorts of temporary gaps, in addi- 
tion to the typical policy focus on insurance for medical bills. Federal 
disability insurance, under the Social Security program, may not be 
large enough, or arrive fast enough to keep people in their homes. 

Even if the homeowners are perfectly healthy, the illnesses of oth- 
er family members can affect the income side of the ledger. One res- 
pondent explains, “I had taken time off from work when my mother 
was ill.” Another describes her need to care for two women in her 
home. “[I] have to take care of mom, 88, and my aunt. Mom is dying, 
calls 9 1 1 . 1 am forced to take care of her.” 

The survey evidence bears out these anecdotes. Three quarters of 
the respondents who had seniors in their homes reported medical 
causes for their foreclosures, while only 46% of those without seniors 
did so (p < .05). When limited to just medical problems afflicting 
“other family members” besides the respondent and spouse, four-in- 
ten (42%) of those with seniors cited this cause, while only one-in-ten 
(9%) of the others did so. In a logistic regre.ssion model’' controlling 
for the age, sex. state, race, and income of the respondent, those with 
seniors in the house are significantly (thirteen times) more likely to 
report a medical cause related to “other family members.”’** From a 


A logistic model i.s a statistical regression model u.scd to estimate the in- 
lluence of exogenous explanatory factors on wiwiher a particular event occurs. Here, 
we used age, sex, race, state and income of the respondent and whether there were 
seniors in the household as explanatory variables, and estimated their individual and 
collective influence on the likelihood that the respondent would report a medical 
cause. The general aptproach for logistic regression involves finding a logistic func- 
tion that “best fits” the observed data, which include, for each observation, whether 
the event occurred (given a value of 1 if it occurred, and 0 otherwise) and the values 
for all of the explanatory factors. The logarithm of the odds of the event occurring is 
assumed to be a linear function of the explanatory variables, and the coefficients on 
the explanatory variables arc determined essentially by maximizing the product of the 
probabilities the model assigns to the observed outcomes. The logistic is an increas- 
ing function that takes on values strictly between 0 and I; f j (I -I- ) . 

In the logit model, u.sed here, the .single input value Sof the logistic function is itself a 
linear function of the explanatory values ,r|, .t., 

d = + P^X^ -E -I . Estimates of the coefficients P, of the explanato- 

ry variables are found by choosing coefficients to maximize the product of ,/(^ for 
ob,servations where the event occurred and [l-yffd] for observations where the event 
did not occur. Values of the logistic function arc commonly interpreted as probabili- 
ties that the event will occur conditional on the input values of the explanatory va- 
riables. For information on logit models and logistic regression generally, see G. S. 
Maddala, Limited-Dependent and Qij alii ative Variabi.es in Economeirics 22- 
27 (Econometric Society Monographs No. 3, 1983). 

The model as a whole had significant predictive power at .05, and the 
seniors-in-household variable was iLself .significant which means roughly that there 
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policy perspective, this finding suggests that the national Medicare 
safety net may have a gap. Although Medicare pays for health care 
and some prescription drugs, seniors vvho need daily care may be 
forced to impose on relatives who must then stay home from work to 
care for them. A national policy failure for senior citizens also has 
implications for their adult children who must pick up the slack. 

The Expenses of Medical Crises 

One quarter of the respondents (23%) said that medical bills were 
a cause of the foreclosure. Still, the relationship is not direct: none of 
the respondents indicated that a medical creditor was actually forec- 
losing on their houses after reducing the debt to a judicial lien.'^'^ This 
sort of aggressive collections practice has been the subject of recent 
controversy, and has lead to some legislative responses.'"*’ 

Instead, the interaction between medical expenses and foreclosure 
is more indirect, and the policy responses must therefore be more 
nuanced. Medical crises apparently cause homeowners to re-allocate 
some of the money they do earn away from the mortgage and towards 
medical expenses. One respondent explained that, “[i Insurance pays 
less each year. [Our] prescription medications run over $200 per 
month for [the] family.” The medical crises of others in the family can 
be costly as well. As one respondent explained. “[m]y mother took 
sick[.| and that put me behind for medical and funeral expenses.” 

Consistent with these narratives, over one third of the respondents 
(37%) reported that they had paid more than $2,000 in un-reimbursed 
medical bills in the two years before their mortgage default. At a 
$1,000 threshold, this figure climbs to 42% of the respondents, which 
is somewhat higher than that observed in the studies of medical bank- 
ruptcies."" Specifically, the mean/median respondent had $4,901 / 


would be less lhan a 5% chance of observing ihc divergence in responses we actually 
observed if the presence of seniors in the household had no actual influence on 
whether a medical reason were reponed. 

Rather. 97% of the respondents indicated the foreclosing party was either 
the primary mortgage lender or another mortgage lender. The remainder said it was 
some other special situation, such as the house being secured by a business loan 
which was defaulted. 

See Jacoby & Warren, supra note 58, at 576 n.2l8 (citing ca.se.s where 
judgment liens were filed by healthcare providers). 540-541 n. 33-41 (.showing the 
legislative responses, for example, Connecticut's provision that expands the homes- 
tead exemption when debts arise out of hospital services). 

"" Compare this with the 27% rate found by Himmelstcin et al., supra note 
60. This may be due to the differences in the populations of those in bankruptcy 
versus those in foreclosure, and it likely retlecfs a difference in time, between our 
lale-2006 data and their 2001 data. Medical inflation alone would make $1,000 in 
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$1,250 of such un-reimbursed medical bills. For those who cited one 
of the four core medical causes for their bankruptcy, their un- 
reimbursed medical bills were $8,334 / $3,000, more than quintuple 
those who did not. Tho.se that said medical bills were the specific 
cause of the foreclosure, faced $15,044 / $5,200 in bills. When one 
considers this smallest sub-group’s income during this two-year pe- 
riod, these medical expenses would consume $17% of the mean in- 
come and 7% on the median. Of course, it is unlikely that the medical 
bills were conveniently spread across each paycheck. 

These homeowners in foreclosure apparently reallocated their in- 
come towards paying medical bills rather than the mortgage, and this 
is cause for policy concern. From the perspective of rational choice 
economics, we might assume that with a fixed amount of money to 
allocate in any given month, and bills exceeding this amount, home- 
owners will select which bills to pay according to whichever creditor 
threatens the most negative consequences for nonpayment. It is gener- 
ally more prudent to pay one’s secured debts before the unsecured 
debts, and consumers are routinely advised as such.'*'’ Homeowners 
must know that the threat of losing their home is a .severe potential 
consequence of default. Thus, when they allocate money elsewhere, it 
may reflect a lack of understanding about the relative seriousness of 
the consequences across these choices. 

Or. the decision to pay medical bills over the mortgage might be 
quite rational and intelligent. Perhaps the medical creditors have even 
more practical leverage than the mortgage creditor who has a security 
interest in the home. Medical providers can simply refuse further 
treatment until the account is paid in full. Indeed, some medical pro- 
viders may refuse to work on credit at all, requiring payment in full 
before rendering medical services, as explicitly contemplated by the 
Code of Medical Ethics."’’ Federal law requires that medical provid- 
ers screen, and if necessary stabilize patients presenting with emeu 


2001 medical expenses equivalent to about $1,300 in medical expenses at the end of 
2006. See Bureau of Labor Statistics, U.S. Dep t of Labor, Medical Care Inflation in 
2006, http://stats.bl.s.gov/opub/tcd/2007/jul/wk5/art05.htm (last visited Nov. 3, 2007) 
(deducing from percentage incTeases in consumer price index related to medical care 
a.s noted in accompanying chart). 

See, e.g., N.Y. City Dep't of Consumer Affairs, Debt Collection Guide, 
www.nyc.gov/html/dca/downloads/pdf/debt.pdf at 3 (“Pay your SECURED DEBTS 
first. 

See American MEoiCAt, Associaiion, Code of MEDtCAi. Ethics, E-608, 
availtible at hiip;//www.ama-assn.org/ama/pub/category/8371.hlml (“Although harsh 
or commercial collection practices are discouraged in the practice of medicine, a 
physician who has experienced problems with delinquent accounts may properly 
choose to request that payment be made at the lime of treatment . . . .") 
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gency conditions, without regard to the patient's ability to pay.**^ 
However, when it comes to getting real treatment for an underlying 
ailment, there is no generally applicable legal limit to the use of leve- 
rage. Such a consumer is faced with a choice between their health or 
their home. 

For one in twelve respondents (8%), the medical bills became so 
onerous that they resorted to refinancing their homes, or taking a 
home equity loan to pay their medical bills, often along with other 
debt such as credit card bills.'"' Indeed, of those respondents who took 
out home equity for any purpose, almost one quarter (23%) used it to 
pay medical bills.'"* This medical debt, now secured by their house, 
provides one reason why the median respondents owed over $50,000 
more on their houses than the original purchase price."” 

This conversion of unsecured medical debt to secured home debt 
presents another serious policy implication. Scholars have noted that 
the bankruptcy system exists as a last-resort social insurance system 
for people hit with medical catastrophes, allowing them to discharge 
their medical debts and get a fresh start."’* One in five ( 19%) of our 
respondents with medical foreclosures indicated that they had de- 
clared, or were considering, bankruptcy. Nonetheless, for those who 
have secured their medical debts with their homes, bankruptcy is like- 
ly to be much less helpful. Bankruptcy treats secured debt much diffe- 
rently than it treats unsecured debt, such as amounts owed directly to 


Emergency Medical Treaimem & Labor Act, 42 U.S.C. § I395dd (2000 & 
Supp. IV 2007). 

On average, respondents tended to use home equity for 1.8 purposes, in- 
cluding medical bills (23%), mortgage payments (25%), living expenses (28%), other 
purpo.ses not listed (29%), repairs and renovations (31%). and credit card bills (65%). 

Compare this to the 15% rate found by Himmelstein et al., supra note 60, 

at 68. 

"" The mean/median purchase price was $217,000/$! 37,000 while the 
mean/median amount of secured debt was $26 1 ,000/$ 1 89,000. The difference in 
means is $44,000; the difference in medians is $52,000. By the way, the respondent's 
disclosed purchase price tracked very closely to the property data gathered from Zil- 
low.com. where the mean/median last sold price was $220,000/$ 145.(X)0. 

See generally, Adam Feibelman, Defining The Social Insurance Funciion 
Of Consumer Bankruptcy. 13 Am. Bankr. iNSt. L. Rev. 129, 129 (2005) (Collecting 
sources and concluding that, “Bankruptcy scholars generally agree that consumer 
bankruptcy functions, at least in part, as a form of social insurance. ... To (some 
scholarsl, bankruptcy is effectively an ‘insurer of last resort,' providing some measure 
of protection to individuals who fall through cracks in other private and public institu- 
tions and legal regimes designed to promote economic security") Bui see Melissa B, 
Jacoby, The Debtor-Puiieni: In Search of Non-Debi-Based Alternatives, 69 Brook. 
L. Rev. 453. 462-63 (2004) (arguing that the bankruptcy system has limited 
effectiveness as a sy.stem of medical insurance, in part because it provides no 
prospective relief and limits repeated use). 
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hospitals, doctors, or credit cards. In bankruptcy, these unsecured 
debts can sometimes be discharged totally, or often times at least par- 
tially, depending on the debtor’s assets and income. In contrast, deb- 
tors must repay every penny of secured debts, up to the liquidated 
value of the collateral, and Chapter 13 bankruptcy instead merely al- 
lows the debtor to re-schedule those payments.'"’ But for debts se- 
cured by a home in particular, bankruptcy is even less forgiving, re- 
quiring full payment according to the original mortgage contract, in 
addition to any payments on the arrears through the plan."" If you 
cannot pay these secured medical bills, then you lose your house.'" 
Given that medical crises may be highly correlated with loss of in- 
come, the chances of being able to complete such a Chapter 13 plan 
may be doubtful."' 

At the very least, we might expect bankruptcy’s automatic stay to 
provide these debtors with a reprieve while they try to get their affairs 
in order."' But when medical debt is secured by a home mortgage that 


See 1 1 U.S.C.S. § 727(b) (limiting the discharge to liability on claims, not 
creditors' in rem rights in collateral); § 1325(a)(5)(B) (LexisNexis Supp. 2007) 
(requiring for approval of a Chapter 1 3 plan that “the value, as of the effective date of 
the plan, of property to be distributed under the plan on account of such claim is not 
less than the allowed amount of such claim; and [if the plan includes periodic 
payments] the amount of such payments .shall not be less than an amount sufficient to 
provide to the holder of such claim adequate protection during the period of the 
plan”). 

See 1 1 U.S.C. § 1322(b)(2) (20(K)) (specifying that a Chapter 13 plan may 
not modify the rights of holders of claims “secured only by a security interest in the 
real property that is the debtor's principal re.sidence''); see also § 1328(a)(1) 
(withholding discharge from debts that have repayment schedules extending beyond 
the length of the plan); see also Administrative Office of the U.S. Courts, Chapter 13, 
at http://www.u.scourts.gov/bankruptcycouns/bankruptcybasics/chapterl3,html 
(“Debts not discharged in chapter 1 3 include certain tong term obligations (such as a 
home mortgage) . . . .■'). 

II U.S.C. i) 524(j) (The bankruptcy discharge “docs not operate as an 
injunction against an act by a creditor that is the holder of a secured claim, if . . . such 
creditor retains a security interest in real properly that is the principal residence of the 
debtor . . . ."),; See also Jacoby, supra note 108, at 464 (“Because that debt is secured, 
and particularly because it is .secured by the debtor's principal residence, the debtor 
must pay that debt in full or she will lose her home ”). 

See Scott F. Norberg & Andrew J, Velkey, Debtor Discharge and Credi- 
tor Repayment in Chapter 13, 39 CRFjcmON L. Rev. 473, 505-06 this. 18 & 19, 
(2(X)6) (reporting on longitudinal study of debtors who filed chapter 13 in 1994) 
(finding that two thirds of those entering Chapter 13 bankruptcies did not complete 
their plans). 

S. Rep. No, 95-989 (1979) reprinted in 1 1 U.S.C. §.362 (2000) (“The au- 
tomalic stay is one of ihe fundamenial debtor protections provided by the bankruptcy 
laws. It gives the debtor a breathing spell from his creditors. It stops all collection 
efforts, all harassment, and all foreclosure act!on.s. It permiivS the debtor to attempt a 
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exhausts the debtor’s equity, the reprieve may be quite temporary. 
Because of the lack of equity means that the creditor also lacks “ade- 
quate protection” against a decline in value of the collateral, the mort- 
gage holder can immediately move the court to lift the stay and there- 
by proceed with foreclosure,"^ 

Still, for those debtors who have some equity in their homes, and 
have sufficient income to make a Chapter 13 plan work, bankruptcy 
can still be an effective solution to an impending foreclosure."^ Over 
the course of a Chapter 13 plan, the debtor can gradually repay his 
mortgage arrearages while also paying regular payments under the 
mortgage contract. Thus, for those debtors who have temporary medi- 
cal crises that do not dramatically impact their long term financial 
situation, by either reducing income or diverting it to medical ex- 
penses, Chapter 13 could be a way to protect their homes. 

Given this legal regime, our preliminary data suggest that the 
bankruptcy system may not be a very effective safety net, even as a 
last resort, for those with medical crises. Given the prevalence of 
medical debt secured by homes, the bankruptcy safety net has very 
large holes that debtors can fall right through. Bankruptcy is no re- 
placement for a comprehensive and prudent policy for financing 
health care in America. 


Medical Insurance 

Medical insurance exists to protect consumers from financial 
shocks caused by health crises. However, amongst the homeowners 
that we studied, a third of them (30% for respondents, 34% for spous- 
es), had no health insurance whatsoever."^ In contrast, for the 
weighted population of the four states we studied, only 17% lack in- 
surance.'" This significant difference (p < .02), suggests a strong rela- 
tionship between the lack of health insurance and mortgage default. 


repayment or reorganization plan, or simply to he relieved ot the tinancial pressures 
that drove him into bankruptcy.") 

II U.S.C. §362(d) (2t)00). ("(Tlhe court shall grant rebel from the stay . . . 
by terminating, annulling, modifying, or conditioning such stay - ( I ) for cause, in- 
cluding the lack of adequate protection of an interest in property of such party in 
interest; (2) with respect to a stay of an act again.st property under subsection <a) of 
this section, if - (A) the debtor does not have an equity in such property; and (B) such 
property is not necessary to an effective reorganization.”). 

See Melissa B. Jacoby. Bankruptcy Reform and Homeownership Risk. 
2007 U. 111. L. Rev. 323, 327-28(2007). 

' For 37% of the hou.scholds. cither the respondent or his/her .spou.se lacked 
health insurance. 

The national average is 15%. U.S. Census Bureau, Current Population 
Survey 2005 and 2006 Annual Social and Economic (AS EC) Supplement. 
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Nonetheless, it is not clear that even those who do have health in- 
surance receive adequate protection from it. For those households 
where both the respondent and the spouse do have insurance, the 
mean/median amount of un-reimbursed, out-of-pocket medical bills 
was $5,l00/$2,000, while households with one or more uninsured 
paid only $4,565/$500 (p > .1). Contrary to what one might expect, 
those in foreclosure with health insurance pay about the same in un- 
reimbursed medical bills as those without health insurance."* Like- 
wise, at about the same rate, both those with and without health insur- 
ance say medical problems, their own, or their spouse’s, caused their 
foreclosure (33.8% and 30.4%, respectively). 

Given that all of our respondents are in foreclosure, this is far 
from an ideal study design for considering whether medical insurance 
helps people in medical crises keep their houses. One explanation for 
these observations is that insurance effectively helps those with low 
and moderate medical bills avoid foreclosure, and thus the only in- 
sured people we see in our sample are those with very high medical 
bills who have surpassed their policy limits, or accumulated signifi- 
cant co-pays. Another explanation for this data may be adverse selec- 
tion, such that those with medical problems and higher total bills may 
be more likely to be insured than others. Those who are over 65, or 
have very low incomes are thereby eligible for Medicare and Medica- 
id. which offset most medical expenses."* 

CONCLUSIONS AND RECOMMENDATIONS 

We define “significant medical distress’’ as occurring in those 
cases where a respondent self-identified a medical cause for their fo- 
reclosure, paid more than $2,000 in un-reimbursed medical bills, lost 
two or more weeks of work for illness or injury, are currently unable 


hltp://www.census.gov/hhes/www/hlthins/usernoie/usernoie3-2 1 rev.html (last vi.sited 
Oct. 26. 2007). 

This is consistent with the findings of those in bankruptcy. See Jacoby & 
Warren, supra note 58, at 553 (noting that two thirds of "medical filers" of bankrupt- 
cy said all family members had insurance, and 82.7 percent of those ill or injured had 
insurance at time of the interview, yet "those with private insurance at illness onset 
reported higher out-of-pocket costs on average (S 13,460) than those uninsured at 
illne.ss on.set ($ 10,893)’’). 

See Robert Seifert, Home Sick: How Medical Debt Undermines Housing 
Securiry. 5 1 St. Louis U. L.J. 325. .336 (2007) (“Non -elderly people were much more 
likely to face the burdens of medical debt than people age 65 and above (47% versus 
29%). Possible explanations for this are that programs for seniors such as Medicare 
are largely effective in protecting them from financial difficulties, and that seniors are 
relatively insulated from cutbacks in private insurance or state Medicaid program.s 
that provide the bulk of coverage to younger people.") 
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to work for a medical reason, or used home equity to pay medical 
bills. As shown in Table 4, we find that seven in ten homeowners 
(69%) experienced at least some indicia of a significant medical dis- 
tress in the two years preceding their foreclosures. 


Table 4: Seven in Ten Homeowners in Foreclosure Had 
Significant Medical Distress 


— - 

respondents 

any of 
the above 

Self-reported medical cause 

50% 


Un-reimbursed med bills > $2000 

37% 


Lost 2-I- wks, work illness /injury 

30% 


Currently unable to work, medical 

8% 


Used home equity to pay medical 

bills 

1.3% 




69% 


At the very least, this aggregate finding suggests that the standard 
account of home foreclosure may be missing a very large portion of 
the story. Those facing home foreclosure are often suffering from 
illness and injury. Even when these factors do not directly cause the 
foreclosure, they become part of the perfect storm of factors that push 
people over the brink. 

It is worth pausing to consider how these findings about medical 
foreclosure relate to the standard account of the recent spike in home 
foreclosures. Undoubtedly, there has been a recent increase in exotic 
mortgages, predatory lending, and interest rates, while home prices 
remain flat.''" Thus, some or perhaps all of the increase in foreclo- 
sures can be explained by the standard account. The question is thus, 
putting aside these temporary trends, what are the causes of the base 
rate of foreclosures? Our study provides only a snapshot in time, and 
does not provide such a ba.se-rate with which we can estimate the pre- 
valence of medical foreclosures as a proptirtion of all foreclosures. 
However, to the extent that these other factors were causing additional 
foreclosures during our study period of December 2006 and January 
2007, we should expect the base rate to rellect an even higher percen- 
tage of foreclosures with medical causes. Of course, both the medical 
causes and the “standard account” causes are subject to policy inter- 
ventions, which may in the future change (and hopefully decrease) the 
rate of foreclosures. 


' " See Ahemuihe Mortgage Produm, supra note 2, ai 7-10. 
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The “standard account” causes of foreclosure are not completely 
independent of medical foreclosures. In many cases, various factors 
combine to push borrowers over the edge, into financial ruin,'-' Thus, 
in raw numbers, the spike in foreclosures due to these other causes 
might also cause a spike in medical foreclosures. Finally, given the 
observed relationship between medical crises and foreclosures, it is 
possible that changes in the health care economy during these same 
few years may have contributed to the spike in foreclosures.'-" 

Before turning to questions of policy, it is worth emphasizing that 
our findings are the result of a preliminary study of the medical causes 
of home foreclosure, one that suffers from a relatively low response 
rate. Notwithstanding our checks of response bias, it is possible that 
the experiences of our respondents are not representative of the whole. 
So, as we begin to contemplate the meaning of these findings for law 
and policy, we do so conditionally, on the assumption that the.se find- 
ings can and will be replicated in more comprehensive future studies. 
The question is, if these observations are accurate, what do they 
mean? 

Our most striking observations begin with the realization that 
most of those suffering medical foreclosures are solidly in the middle 
class, with apparently affordable homes, and health insurance to boot. 
Thus, none of the handy bromides are apt. Simply tightening mort- 
gage lending standards, or providing health insurance to more Ameri- 
cans, is unlikely to solve the problem of medical foreclosures. Instead, 
this study contributes to a growing awareness that the middle class in 
America is financially insecure, both because they are living too close 
to the margins, and because they are now exposed to risks that can 
push them over the edge.'"’ For example, recall that those who cited 


See note 9(i supra. 

See, e.g.. Hearing on Economic Challenges Facing Middle Class Families 
Before the H. Comm, on W(jyJ and Means. 1 lOlh Cong. (Jan. 31, 2007) (statement of 
Diane Rowland, Executive Vice Pre.sident of Kaiser Family Foundation, available ai 
http://waysandmeans.house.gov/hearings.asp?formmode=view&id=54 1 5 (“From 
20(X) - 2(X)6, the cumulative increase in premiums for employer-sponsored insurance 
was 87 percent compared to a 20 percent increase in wages and 18 percent increase in 
overall inflation .... Since 2000, the cumulative increase in premiums is over 4 times 
the increase in wages for non-supervi.sory employees. . . . Between 2001 and 2005, 
the share of middle-income employees in firms with employer-based coverage 
dropped from 82.4 percent to 78.5 percent and, in turn, their uninsured rate grew from 
1 .3.4 percent to 1 6 percent”). 

See generally Warren & Tyaoi, supra note 56 (arguing that American 
famtiies have almost all of their income locked up in necessities and have little in 
reserve for crises); Jacob Hacker, The Great Risk Shift. The As.saolt on 
American Jobs. Fa.mii.ies, Health Care, and Retirement And How You Can 
Fighi Back (2006) (arguing that the traditional pillars of financial security, the fami- 
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medical bills as the cause of their foreclosure were hit, on average, 
with over $15,000 in uncovered expenses. This sort of “exogenous 
shock" to their personal budgets was apparently too much for them to 
handle, and it pushed them into foreclosure. In this light, medical fo- 
reclosures are symptoms of larger policy problems. 

Given the complexity of the problem of middle class financial in- 
security, there is no simple solution. Enhancing real wages, minimiz- 
ing the middle class tax burden, encouraging savings, and creating 
various governmental safety nets are all salient responses, but beyond 
the scope of the present study. 

Nonetheless, there are specifically legal responses available to 
policy makers to address the narrower problem of medical foreclo- 
sures themselves. For one thing, this study suggests that the public 
discussion of universal health insurance needs to be sensitive to not 
just the problem of un-insurance, but also under-insurance. To be ef- 
fective, health insurance must be done right - a policy with low caps 
or slow reimbursements may not keep people in their homes. Moreo- 
ver, this suggests that in addition to insurance for medical bills, more 
attention needs to be paid to medical disability insurance, and home 
care insurance. Our respondents indicate that medical crises affect 
both the income and expenses side of a consumer’s ledger, yet much 
of the contemporary discussions about healthcare reform focuses only 
on the latter. 

Putting health policy aside, the problem of medical foreclosures 
could instead be addressed by housing policy and the mortgage indus- 
try. One potential response is to create a public or private insurance 
system to prevent the problem. Such insurance could pay the mort- 
gage during a verifiable medical crisis in the borrowers’ household, 
allowing those with only a temporary problem to overcome it without 
losing their homes in the process. For those with permanent medical 
problems, the insurance could provide a more orderly process of di- 
vesting themselves of the a.s.set, while preserving whatever equity they 
have.'"’’ Alternatively, for those with permanent disabilities, the debt 
could simply be forgiven, as is done for federal student loans. 


ly and die workplace, no long provide as much economic stability). 

See Stark, supw note 14. at 678-80 (proposing a birfurcated process, 
whereby those with significant equity in their properties would be allowed to sell the 
properly ‘in a manner which is commercially reasonable and designed to produce a 
selling price close to the fair market value of the property”). 

See U.S. Department of Education. Repaying Your Stiuleiu Loans, at 23 
n.l available at hlip://smdentaid. ed.gov/ 

students/aiiachmenis/siieresources/Repay ingYourSiudeniLoansEnglish2003_CM.pdf 
(“Beginning July I, 2(K)2, a borrower who is determined to be totally and permanenl- 
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Preventing medical foreclosure is a positive sum game for the 
lenders, the homeowners, and the public.'^* Therefore, we could ex- 
pect these three interests to be willing to invest together to purchase 
such insurance. If rational borrowers were told ex ante that half of all 
foreclosures are caused by medical crises, then, in theory, they should 
be willing to pay some amount for insurance to protect themselves 
from a medical foreclosure. Lenders, in return, should be willing to 
offer lower origination fees and/or interest rates, reflecting the re- 
duced risk of default for the loans of such insured borrowers, which 
would thereby partially offset the cost of the insurance.'"^ Finally, 
given the negative externalities of foreclosures, the government would 
have an interest in subsidizing this insurance, at least by making it 
tax-deductible.'"* Although attractive in principle, any such voluntary 
insurance program will be severely hampered by problems of bounded 
rationality.'^^ Given the pernicious effects of optimism bias, home- 
buyers are unlikely to purchase such insurance, even if given the op- 
tion to do so. 

It should be noted that loan servicers already seek to modify 
mortgages, or grant forbearances when borrowers face a short-term 
financial crunch, so as to avoid the costs and risks associated with 
proceeding to a foreclosure sale.''" Indeed, many of our respondents 


ly disabled will have his or her loan plated in a conditional discharge period for three 
years from the date the borrower became totally and permanently disabled. During 
this conditional period, the borrower doesn't have to pay principal or interest, if the 
borrower continues to meet the lotal-and-permanent disability requirements during, 
and at the end of, the three-year conditional period, the borrower's obligation to repay 
the loan is canceled.”) 

See supra notes 8- M and accompanying text. 

See Stark, supra note 14, at 641 (suggesting that without added security, 
“[IJenders will pass along the costs as,sociated with delinquent mortgages to new 
borrowers in the form of higher loan fees or higher interest rates.”). 

Alternatively, the government could provide a form of mortgage insurance 
directly to borrowers instead of, or as a supplement to, privately purchased mortgage 
insurance. The United Kingdom has such a two-policy system, but the eomplexity 
has hindered its effectivencs.s. See Janet Ford & Deborah Quilgars. Failing Home 
Owners? The Effectiveness of Public ami Private Safety-nets, 16 HOUSING Stud. 147, 
160-61 (2001) (explaining that the two-policy system fails to provide housing security 
as hoped, especially for the ptKirest homeowners). 

Amongst other problems, homeowners are likely to suffer from optimism 
bias, as they will tend to assume the medical foreclosures will happen to others, not 
themselves. See, Christine Jolls, Itehaviora! Economics Analysis of Redistributive 
Legal Rules, 51 Vand L. Rkv, 1653. 1660-61 (1998) (describing empirical findings 
that individuals tend to under-estimate the likelihood of suffering an automobile acci- 
dent). 

See, Amy Crew Cutts and Richard K Green, innovative Servicing Tech- 
nology: Smart Enough to Keep People in Their Houses? in BdiloinO Assets, 
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likely worked out some such arrangement to stay in their homes.*” 
However, such an offer may come only after the lender has initiated 
foreclosure proceedings, which incurs thousands of dollars of legal 
fees that are passed on to the borrower even if he or she ultimately 
cures the default.'^" Thus, homeowners should be advised to begin 
negotiating with their lenders much sooner, before foreclosure pro- 
ceedings are initiated. Still, such negotiations will be of limited value 
to the homeowner who has no real choice about whether to default, 
since a servicer is free to proceed with foreclosure whenever it is eco- 
nomically rational to do so, without regard for the borrower’s reasons 
for delinquency. Without some sort of legal entitlement to protect 
him, the borrower has little or no negotiation power.*'’ Policymakers 
should explore ways to further inceniivize mortgage servicers to deal 
with those suffering from short-term trigger events, so that these bor- 
rowers can avoid losing their homes, and avoid the onerous costs in- 
volved in such an involuntary transaction. In crude terms, if laws 
make it more expensive for lenders to consummate foreclosure, for 
example, by requiring that they use a judicial remedy, lenders will be 
compelled to instead negotiate with the marginal borrowers, some of 
whom will be able to re-insiate their mortgages after a temporary set- 


BurcDiNG Crcdi i" Creating Weai.th in Low-Income Commu-sities 348, (Nicolas P. 
Retsinas & Eric S. Bcisky, eds., 2005), umiltihle at 
http://www.freddiemac.com/ncws/pdt/fmwp_040.3_servicing.pdf. 

See Stark, supra note 14, at 663 (“(OJnly a third or fewer of the 
foreclosure cases filed ended in a foreclosure sale."). A future study should explore 
whether there is a significant difference in the outcomes for homeowners depending 
on the reasons that caused their foreclosures in the first place. One might hypothesize 
that those entering default because interest rates have adiusted upwards might be 
more likely to actually lose their homes, while those suffering a temporary medical 
crisis may be more likely to negotiate a deal that saves their homes. 

See e.g. Brown v, Lynn 385 F. Supp. 986, 993 (N.D. 111.. 1974) (“[T]he 
mortgagees' collection attorneys are apparently charging high fees for what appears to 
be the mailing of a collection notice threatening foreclosure. Unless the mortgagor 
pays all existing deficiencies as well as these attorney's fees, the mortgagees institute 
foreclosure proceedings which apparently give rise to even greater costs and attor- 
ney's fees. Since, under [state law|, the only defense to a foreclosure is the tender of 
the entire arrearage, plus all costs, fees and expenses, the mortgagors, who are already 
under severe financial strain, find it virtually impossible to rcin.stale. The initial refer- 
rals [by the mortgagees to the attorncysl thus appear to seal the mortgagors' fates. . . . 
(Ilf (the plaintiff s] allegations are true, and they are in fact losing their homes largely 
because of attorney's fees, we find such conduct to be unconscionable '). discussed in 
HUD supra note 6 at 23. 

See generally, Robert H. Mnookin & Lewis Kornhauser, Sargaining in (he 
Shadow of the Law: The Case of Divorce, 88 Yale L.J. 950 ( 1979) (explaining how 
legal entitlements provide bargaining power to parties, even without intervention by 
the courts to enforce those laws in the particular dispute). 
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back. Of course, any such costs will presumably be spread to all bor- 
rowers ex ante. 

Under the status quo, mortgage disability insurance is already 
available on the private market.''^ Yet, only eight percent of our res- 
pondents indicated that they were currently unable to work because of 
a medical reason, and we do not know how many of these had such 
insurance. Even this small minority, who may have been eligible to 
receive such insurance benefits if they had bought such contracts ex 
ante, found themselves in foreclosure. Thus, to be effective, medical 
foreclosure insurance would likely need to be broader in scope, more 
widely held, and perhaps have quicker benefits than traditional disa- 
bility insurance. 

As an alternative to the insurance response, the government could 
create a law staying foreclosure proceedings during verifiable medical 
crises.'" Similarly, during World War I, Congress was concerned 
about soldiers and sailors who were returning from combat to find that 
their homes had been foreclosed. Congress turned to then Major John 
Wigmore, later Dean of Northwestern University Law School and 
author of the renowned treatise, Wigmore on Evidence Wigmore 
drafted, and Congress passed. The Soldiers' and Sailors’ Civil Relief 
Act of 1918, which stayed all home foreclosures against service- 
members while they were on active duty."’ This Act expired at the 


See e.g.. State Farm Mot. Auto. Ins. Co., Mortgage Disabilit y 
Income Insurance. http://www.sla(efarin,com/insurance/clisability/inortgdi.asp 
(Iasi visited Ocl, 28, 2007). 

Similarly, Kansas already has a law ihai slays wage garnishment proceed- 
ings during two months following a medical crisis that causes a loss of work. Kan 
Stat. Ann. 60-23 ICKc) (2005) ("If any debtor is prevented from working at ihe deb- 
tor's regular trade, profession, or calling for any period greater than two weeks be- 
cause of illness of the debtor or any member of the family of the debtor, and this fact 
is shown by the affidavit of the debtor, the provisions of this section shall not be 
invoked against any such debtor until after the expiration of two months after recov- 
ery from .such illness."). It is unclear how valuable this provision is to a debtor, given 
that one who is not working is also not likely earning wages, and therefore has noth- 
ing to garnish. 

'* See generally Terry M. Jarrett, The Servicemembers Civil Relief Act: Im- 
portant New Protections for Those in Uniform, 60 J. MO. B. 174 (2004). 

Id. The Act’s mortgage foreclosure provisions are now codified at 50 
U.S.C, app. § 533 (2000 & Supp. Ill 2005). “Mortgage lenders may not foreclose, or 
seize propeny for a failure to pay a mortgage debt, while a service member is on 
active duly or within 90 days after the period of military service unless they have the 
approval of a court. In a court proceeding, the lender would be required to show that 
the service member’s ability to repay the debt was not affected by his or her military 
.service." U.S. Dep'l of Hous. & Urban Dev., Questions & Answers for Reservists, 
Guardsmen and Other Military Personnel, 

http: //WWW. hud. gov/oft'ices/hse/sfli/nsc/qasscral.cfm (last visited Oct. 7, 2007) 
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end of World War I, but Congress re-enacted it during World War II, 
without expiration, and has more recently expanded its reach.*'* There 
are two obvious motivations for this sort of stay provision. First is a 
sense of reciprocal obligation to those serving the country. If they are 
willing to put their lives on the line for us, the least we can do is pro- 
tect their homes while they are gone. Second is a sense of sheer prac- 
ticality and basic fairness. A soldier serving abroad is effectively in- 
capacitated, unable to appear in court stateside, and with little control 
over his own finances.*''* Both of these points would seem to be par- 
ticularly trenchant in a time of conscripted service, where soldiers are 
involuntarily removed from their stateside professions. 

Homeowners suffering medical crises are obviously different in 
important ways compared to soldiers serving abroad. While there is 
not such a tangible sense of reciprocal obligation to homeowners as 
such, there may be a more philosophical commitment to reciprocity, 
in the sense of a social contract. After all. a medical emergency could 
strike any of us, and a catastrophic one could put nearly any of us at 
risk of losing our homes. There may be reasonable disagreement 
about how robust the social contract should be, but perhaps this is 
close to the bare minimum.*'*'’ Even if our society is not willing to pay 
for your medical expenses, we may at least let you keep your home 
while you try to pay your own way. From the perspective of practical- 
ity and fairness, those in medical foreclosure share one feature with 
service members - their mortgage defaults are often involuntary. The 
positive law could distinguish between those who breach a contract 
voluntarily versus those who made a contract in good faith, but en- 
countered obstacles that made performance impossible.*** The means 


(summarizing 50 U.S.C. app. § 533). The Acl also has provisions for renters. See 50 
U.S.C. app, §§ 531, 535. Likewise, ihe argument for protecting those in medical 
foreclosure could be extended to protect renters as welt. 

' The Acl was amended in 2003, adding additional protections, including a 
mandate for the initial 90-day stay of proceedings rather than merely allowing court 
discretion in whether to impose the stay, as in the original act. Pub. L. No. 108-189, § 
202(b)(1) 1 17 Star. 2835. 

Thi.s concern for the servicemember’s financial situation is evident in the 
Act's provision that a lender may move the court to lift Ihe slay if it can show that Ihe 
servicemember’s finances are not in fact adversely impacted by his service in the 
military. See U.S. Dep’l of Hou.s. & Urban Dev., supra note 137. 

Compare R. Epstein, Mortai. Peril: Our Inai.ienable Right to Heai.tii 
Care? ( 1997) (using the veil of ignorance to argue against a positive right to health 
care), wh/i Russell Korobkin, Determining Health Cure Rights from Behind a Veil of 
Ignorance. 1998 U. 111. L. Rev, SOI (1998) (using Ihe veil of ignorance to argue for 
such a right). 

This is not to say lhai Ihe law already makes such a distinction. See Ri- 
chard A. Posner, Common-Law Economic Torts: An Economic and Legal Analysis, 48 
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test of the revised bankruptcy code reflects this sensibility; those who 
are able to repay their debts should do so, while the rest will be forgi- 
ven. 

Still, the proposed stay need not go all the way to discharging the 
debts of those in medical foreclosure, at least not for those whose 
medical crisis is temporary. The stay rule could operate on principles 
similar to a Chapter 13 bankruptcy, requiring borrowers to pay all of 
their disposable income towards their mortgage, but preventing the 
lender from taking the property during the medical crisis.''*’ The unpa- 
id portions of the mortgage payments would continue to accrue as 
secured debt, which would eventually be paid off by the borrower, or 
by a future purchaser of the property. Such a policy would nonetheless 
have a cost for lenders in cases where there is insufficient equity and 
an ultimate default, and this cost presumably would be passed on to 
the borrowers ex ante. If all borrowers are thereby paying the costs of 
protection from medical foreclosure, the system looks quite like the 
insurance program described above, only that it is now mandatory, 
avoiding the problems of bounded rationality.'** 

As an alternative to this form of mandated risk-spreading, the 
government could instead provide mortgage guarantees, loans, or 
grants that kick in only when a borrower avails himself of the medical 
tolling provisions.'*’ For example, the Pennsylvania Foreclosure Pre- 


Ariz. L. Rev. 735, 745-46 (2006) (addressing wrongfulness and the strict liability 
components of contract law). 

i I U.S.C. § 707, This test is a crude measure of ability to repay debts 
because it is retrospective, rather than prospective. 

Of course declaring bankruptcy is also an option, but bankruptcy may be 
unnecessarily drastic, expensive, and consequential for these homeowners. See 
generally Jacoby, supra note 108 (discussing the con.sequences of medical-related 
debt and as.sessing alternatives to bankruptcy in the health enviroment). A lighter 
weight, more tailored solution could be more efficacious. As noted above, bankrupt- 
cy is particularly unhelpful for those who have secured their debts with their homes. 
See supra note.s 108-1 14 and accompanying text. 

See Schill, supra note 8, at 490 (“[Mlortgagor protection laws (function! 
as a form of insurance against the adverse effects of default and foreclosure. Viewed 
in this way, mortgagor protections might promote economic efficiency, even though, 
as an ex post matter, they arc not frequently exercised by borrowers.”), Schill also 
provides empirical evidence that mortgagor protections, such as prohibitions on defi- 
ciency judgments and statutory rights of redemption, have a modest effect on interest 
rates. Id. 

One advantage of requiring mortgage lenders to spread the costs of this 
stay provision, rather than the federal and/or state governments, is that lenders would 
only spread the costs to other homeowners. If the federal government were to guaran- 
tee these loans using their general trea.suries, it would have the redistributive effect of 
forcing renters who are taxpayers to further subsidize homeowners (as they currently 
do with the various lax subsidies for homeowners). This inequity could be minimized 


VerDate Nov 24 2008 


14:36 May 25, 2010 Jkt 056473 PO 00000 Frm 00344 Fmt 6633 Sfmt 6633 S:\GPO\HEARINGS\56473.TXT SJUD1 PsN: CMORC 


2 



339 


s/l5M:3iim7 47:?»PNJ 


104 HEALTH MATRIX (Vol. 18:65 

vention Act 91 of 1983 includes a Homeowners' Emergency Mortgage 
Assistance Program (HEMAP), which provides a temporary stay of 
foreclosure proceedings so that homeowners experiencing temporary 
financial disruptions can apply for special loans that cover their mort- 
gage payments for up to 24 months or $60,000.''“’ In its first twelve 
years in existence, the program has disbursed $384 million to 37,100 
homeowners, out of 145,500 applications, and the program recoups its 
expenses through loan repayments and secondary liens, along with 
state appropriations. '■*’ Further study may reveal that this program is 
an effective model for legislation nationwide. 

Methodologically, this entire study is merely a preliminary ap- 
proach to the collection of empirical data about the causes of mort- 
gage foreclosures, and will need to be replicated, and expanded in 
future studies. Notwithstanding all the knowledge that can be gleaned 
by inferential statistics, we found that a great deal can be learned by 
simply asking homeowners about the causes of their foreclosures. 
Although the respondents may be susceptible to various biases, and 
may lack important macro-level information available to social scien- 
tists, these homeowners are, at a practical level, in the best position to 
know what happened to them and what it means to them. Allowing 
them to tell their stories, and then listening, is a way of enfranchising 
them in the policymaking process. Future work needs to develop 
higher confidence that the respondents are representative of all those 
in foreclosure, and that the study does not suffer from a self-selection 
bias of respondents. 

Altogether, these findings suggest that the standard account of 
mortgage foreclosure is missing a large portion of the story. Mortgage 
foreclosures are not just the results of bad loans, bad properties, or bad 
borrowers. Instead, many mortgage foreclosures are the result of un- 
predictable medical disruptions that impact both the incomes and the 
expenses of family finances. 


if renters also received some protections from medical evictions in a similar program. 

Pennsylvania Foreclosure Prevention Act 91 of 1983, 35 Pa. Stat. Ann. 
§§ 1680.401c, .405c(t) (West 2003); Pennsylvania Housing Finance Agency, Penn- 
sylvania Foreclosure Prevention Act 91 of 1983 - Homeowners’ Emergency Mort- 
gage Assistance Program (HEMAP), 

http://www.phfa. 0 rg/consumer.s/homeowners/hemap.aspx (last visited Oct. 1 1, 2007). 

Pennsylvania Housing Finance Agency, supra note 146; Cmty. Affairs 
Dep’l, Fed, Reserve Bank of Phila., Homeowner's Emergency Mortgage Assistance 
Program (HEMAP), Tkchnical Briefs, Nov. 2006, available at 
http://www.phil.frb.org/cca/capubs/tech-brief nov-2006.pdf . 
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Opening Statement of Senator Sessions 

Hearing: “Medical Debt: Can Bankruptcy Reform Facilitate a Fresh Start?” 

Mr. Chairman, I appreciate you holding this hearing. The proper functioning of our bankruptcy 
laws is a very appropriate thing for us to consider. 

There are individuals who are unable to pay their medical bills through little or no fault of their 
own, and bankruptcy does provide relief. But, Ms. Furchtgott-Roth contends in a recent article 
entitled The Healthcare Bankruptcy Myth that “fewer than one percent of Americans enter 
bankruptcy each year. Of those, only three to five percent are plausibly bankrupt due to medical 
debt. These numbers present the inconvenient truth that our health system is not leading to 
bankruptcy in America.” This tells me that S.1624, the Medical Bankruptcy Fairness Act, is 
probably unnecessary. 

1 believe that the bill is not only unnecessary, but that it is also bad policy. As drafted, S.1624 
would negatively impact the operation of our bankruptcy laws and the financial stability of our 
healthcare providers. 

For instance, the bill would exempt people with certain medically-related characteristics from the 
bankruptcy “means test.” The means test, now in force, already assures that needy debtors are 
allowed to avoid paying their debts. There is no valid reason to exclude individuals from the 
means test as it exists under current law. Needy debtors need not worry about the test because all 
debtors earning below the median income for their state are already exempt. As Professor Todd 
Zywicki noted in his 2005 article entitled Bankrupt Criticisms. 

“roughly 80 percent of bankruptcy filers earn below their state median income, 
and so will get tossed out of the means-test immediately. For that 80 percent— 
roughly 1.2 million of the 1.5 million bankruptcy filers [in 2004] — the means test 
will be completely irrelevant. They will be pentiitted to file Chapter 7 bankruptcy 
.... Roughly half of the remaining 20 percent of filers won’t be able to repay 
enough of their debt to meet the repayment criteria, so they will be dropped out as 
well and permitted to file [Chapter 7]. So in the end, only the highest-income 
fliers with the largest repayment capacity will be affected.” 

Therefore, the means test does not keep people who are truly unable to pay their bills 
from obtaining a discharge, it only requires those people who can pay a portion of their 
debts to pay the portion the court finds they are able to pay, 

1 would remind my colleagues that the means test currently allows several avenues for people 
with medical debts to avoid dismissal under that test. First, the means test specifically allows 
deductions for reasonably necessary health and disability insurance expenses and for payments 
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necessary to support an elderly, ill, or disabled household member. That means amounts spent 
for these purposes will be subtracted from the income of the debtor, which is used to determine 
his eligibility for Chapter 7 under the means test. Not only that, but a debtor who “fails” the 
means test by having a high income can still rebut the presumption of abuse by showing “special 
circumstances." Section 707(b)(2)(B) specifically lists “a serious medical condition” as such a 
special circumstance. Unusually high medical debts certainly are a special circumstance. 
Therefore, the present law already seems to adequately provide for the problem this bill seeks to 
address. 

In addition to exempting debtors from the means test, this bill would also excuse debtors from 
undergoing consumer credit counseling before filing bankruptcy. The debtor would be excused 
from such counseling even in cases where the medical debt is not the true cause of the debtor’s 
financial difficulty. If this bill passes, any debtor who qualifies as a “medically distressed 
debtor” will be excused from undergoing beneficial credit counseling, even if what actually 
landed him in bankruptcy was his entirely reckless borrowing. 

The credit counseling requirement is intended to educate debtors on their alternatives to 
bankruptcy and help them avoid the negative consequences of a bankruptcy filing whenever 
possible. The Federal Trade Commission’s website describes pre-bankruptcy consumer credit 
counseling as follows: 

“[a] pre-bankruptcy counseling session with an approved credit counseling 
organization should include an evaluation of (the debtor’s] personal financial 
situation, a discussion of alternatives to bankruptcy, and a personal budget plan. A 
typical counseling session should last about 60 to 90 minutes, and can take place 
in person, on the phone, or online. The counseling organization is required to 
provide the counseling free of charge for those consumers who cannot afford to 
pay. If [the consumer] cannot afford to pay a fee for credit counseling, [he may] 
request a fee waiver from the counseling organization before the session begins. 
Otherwise, [he] may be charged a fee for the counseling, which will generally be 
about $50. depending on where [he] lives, the types of services [he] receive[s], 
and other factors. The counseling organization is required to discuss any fees with 
[the debtor] before starting the counseling session.” 

I think credit counseling sessions are of value to consumers, and that the requirement to undergo 
them does not impose a substantial burden on individuals wishing to file bankruptcy. I also think 
this bill’s removal of that protection would cause consumers to file unnecessary bankruptcy 
petitions simply because they are unaware of their other options. Therefore, 1 think there is a 
risk that this bill would harm the very individuals it purports to help. 
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In fact, the only substantial benefits 1 can see from this bill are to the debtors’ lawyers. Section 6 
of the Medical Bankruptcy Fairness Act would prevent debtors from obtaining a discharge of the 
attorneys’ fees they incurred in filing their bankruptcy petition under Chapter 7. I fail to see how 
that provision is related to medical debts. I also fail to see how that provision contributes to 
“medical bankruptcy fairness” where it makes it easier for a debtor to not pay bills owed to his 
doctor or local hospital, while, at the same time, forcing him to pay bills owed to his lawyer. 

I see no reason that someone should be excused from paying their debts —debts which they have 
the ability to pay— merely because those debts are owed to a healthcare provider. 1 would 
remind my colleagues that, for every debtor who gets a discharge in bankruptcy, there is a 
doctor, nurse, or hospital that has worked hard to provide needed treatment, but will never be 
paid for that hard work. The doctors, nurses and hospitals pass these losses on to their paying 
patients, resulting in higher healthcare prices and insurance premiums for all other Americans. 

I recognize that a substantial number of people may be forced into bankruptcy by high medical 
debts; however, I do not think those cases justify changes to our bankruptcy laws. Mr. 

Chairman, 1 thank you again for holding this hearing. 1 think it is important that we, in this 
committee, keep a careful eye on how our bankruptcy laws are functioning. 
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Evaluating the Impact of Delivery Channels for Credit Counseling Services 

Phase 1 

Executive Summary 


Objective 

Phase 1 of the study developed several objective measures of counseling effectiveness and used 
them to determine whether effectiveness is influenced by delivery method (in-person counseling 
vs. telephone counseling). 

The Sample 

Ten credit counseling agencies were selected to participate in the study through a competitive 
grant proposal process. Several agencies provided counseling only over the phone, while others 
focused on face-to-face counseling sessions, and still others offered a combination of delivery 
channels. What they all have in common is an emphasis on client education and identification of 
the cause of underlying financial problems. 

Participating agencies contributed data on over 70,000 clients who received an initial counseling 
session during March-April, 2003. Three years of credit report data (credit report attributes and 
credit scores in March 2002, March 2003 and March 2005) were appended to the client data in 
the initial sample by the national credit reporting agency Trans Union. All personally 
identifiable information was removed from client records before the data files were delivered to 
the research team. After dropping cases for which a match was not possible for all three years, 
the resulting analysis sample contained detailed credit report data and information from the 
initial counseling interview for 59,972 clients. 

For this particular pooled sample, the most common form of the delivery channel is the 
telephone (67.7% of clients) followed by in-person delivery (22.6%) and Internet delivery 
(9.7%). Note that these proportions reflect the flow of business In early 2003 and may well be 
different at these same agencies today. Because Internet counseling was not consistently defined 
across agencies in 2003, the Phase 1 analysis focused only on telephone and in-person clients. 

Data provided by the agencies for clients in the sample reflect information gathered during the 
first “counseling interview” with the client. All of the agencies in our sample did a first 
interview lasting anywhere from 30 minutes to 75 minutes. The interview collected detailed 
budget and asset information and identified potential causes of the clients' financial problems. 
Options were discussed and the counselor made a recommendation to the client. The counselor's 
recommendation and a written action plan were part of the product delivered to the consumer. 
Options for many clients included a recommendation to enroll in an agency-administered debt 
repayment program called a Debt Management Plan (DMP). Consumers recommended for a 
DMP could choose not to enroll, but the DMP recommendation is a signal that the counselor 
thought the client was qualified. 
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Agencies provided data on the eounselor’s recommended action step for each client, as well as 
information on Debt Management Plans (DMPs) for those who started a plan. In this pooled 
sample, 62.1% of clients were recommended for a DMP, although that percentage varied widely 
across agencies from a minimum of 16.9% to a maximum of 77.1%. However, the proportion 
of clients who actually started a DMP was substantially smaller (29.8% overall), as was the 
range across agencies (16.9% to 39.1%). 

Characteristics of Consumers at the Time of Counseling 

• The deeision to seek counseling is an important signal of subsequent credit problems. 
Credit bureau information available at the time of eounseling docs not yet reflect private 
information that many counseled clients possess regarding recent changes in their 
financial condition. Consequently, the act of seeking counseling is a valuable “early 
warning” indicator that facilitates early intervention. 

o Counseled borrowers are much more likely to declare bankruptcy during the two 
years following counseling, relative to consumers in a nationally representative 
sample (17.6% vs. 1 .2%), and arc much more likely to have a serious public 
derogatory record item added to their credit report: 23.4% vs. 2.6% (Table 1 7). 

o A counseled borrower’s likelihood of having bankruptcy and negative public 
record items being added to their credit files during the two years after counseling 
is higher even after controlling for initial (2003) levels of a dozen credit bureau 
characteristics that are predictive of risk, including bankruptcy risk scores (Table 
19). 

• The credit profile of borrowers who choose face-to-face counseling is different from 
borrowers who use telephone counseling. It appears that consumers may be sclf-scIccting 
into delivery channels based in part on their perception of the severity of their financial 
problems. 

o Consumers counseled in-person generally have a higher risk of future payment 
problems, as indicated by lower initial risk scores. They also have more accounts 
with positive balances, larger mortgage balances, fewer bank card accounts and 
less unsecured debt (Table 2 1 ). 

Impact of Delivery Channel on Credit Experience after Counseling 

• Controlling for credit bureau information, counselor experience, and the information 
collected by the counselor during the counseling session (as reflected in the counselor's 
perception of the client’s primary cause of financial difficulty and the counselor’s 
recommended plan of action) the delivery channel for the initial counseling session 
appears to have little impact on two indicators of the client’s creditworthiness measured 
two years after the initial counseling. 
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o Measured two years after counseling, there is no statistieally signifieant 

difference between cither the bankruptcy risk score or new account delinquency 
risk score of telephone and face-to-face clients (Table 27). 

o Face-to-face clients tend to be more likely to file for bankruptcy in the 
subsequent two years (Table 27). 

o The counselor’s recommendation conveys information about the client’s future 
credit performance that is not otherwise observable through the credit report 
variables. Information obtained during the counseling interview regarding the 
primary cause of the client’s financial difficulty is also predictive, especially 
when controlling for the full set of variables in the model (Table 27). 

o These results are robust across the entire sample, as well as subsets of clients 
from agencies that offer clients a choice between telephone and face-to-face 
counseling. 

• Examination of two additional outcome measures - total non-mortgage dollar balances 
and the total number of accounts that were 30 days or more delinquent during the prior 
1 8 months - revealed mixed findings with respect to whether delivery channel is 
associated with differences in post-counseling experience. 

o Total non-mortgage balances of clients measured two years after counseling do 
not seem to be affected by the counseling delivery channel (Table 26). 

o Consumers who experience face-to-face counseling have a reduced number of 
delinquencies, as measured two years after the initial counseling (Table 26), 

Relationship of DMP to Credit Experience after Counseling 

• Consumers who were recommended for a DMP and chose to start payments had a 
significantly lower incidence of bankruptcy over the two years following counseling, 
and had higher bankruptcy and delinquency risk scores (signaling lower payment risk) 
at the end of the two-year period, holding other factors constant (Table 27). 

o Clients who were recommended for a DMP but chose not to start did not 
experience improved bankruptcy and delinquency scores. 

o Clients who were not recommended for a DM P but ended up starting one 

anyway (possibly because they addressed other problems in order to qualify for 
a DMP) experienced improved delinquency risk scores two years later, relative 
to DMP non-starters, but no change in bankruptcy risk scores. 

• Further analysis indicates no significant difference in the positive effect of an 
engagement in a DMP across delivery channels. DMP clients in both the telephone and 
in-person delivery groups experienced improvement in risk scores (Table 28). 
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Caveats 

Several caveats to these findings should be noted. First and foremost, because the sample of 
participating agencies was not selected to be representative of industry-wide practices, the results 
cannot be considered representative of the typical experience of counseled consumers 
nationwide. Instead, they reflect what is obtainable from a group of agencies that emphasize 
client education and identification of the underlying cause of financial problems. The fact that 
telephone and face-to-face delivery of counseling services appear to generate equivalent 
outcomes for consumers in this sample suggests that, w'hen done well, the two delivery channels 
can be equally effective. 

We have presented results on four separate indicators of post-counseling outcomes for 
consumers, measured two years after the initial counseling visit. Two of these indicators (a 
commercially available bankruptcy risk score product; a commercially available new account 
delinquency risk score product) represent general measures of creditworthiness. Two indicators 
(total non-mortgage balances; number of accounts delinquent) reflect specific margins of credit 
usage. In addition, we also provide results on the incidence of bankruptcy during the two years 
following counseling. While these indicators examine the consumer’s credit experience from a 
variety of angles, other measures of the impact of the counseling experience would help to 
provide a more comprehensive picture. In particular, survey evidence on consumer attitudes, 
knowledge gained, and perceived financial stress, pre and post-counseling, would augment the 
objective measures of consumer credit performance and provide a more complete picture of 
counseling’s impact. 

It would also be helpftd to extend the post-counseling observation period for the sample to see if 
differences emerge in the credit bureau data for telephone and face-to-face clients. For those 
clients for whom counseling does change their borrowing and payment behavior, two years may 
not be enough time for the change to be fully reflected in their credit reports and credit scores, 
especially if prior financial distress was severe and its impact was not yet reflected in the credit 
report at the time of counseling. 

There is some evidence that consumers’ choice of delivery channel is associated with their credit 
usage patterns and resulting risk profile prior to counseling. The analysis in this report 
accounted for these differences to the extent allowed by the available data. However, a more 
detail assessment of borrowers at the time of the initial counseling, either during the interview 
itself or through supplemental survey work, would allow for more precise controls for this self- 
selection, Controlling for self-selection would help determine if the equivalence in outcomes 
across the telephone and face-to-face delivery channels indicated equal effectiveness or was an 
artifact of initial client characteristics. 

The results on the role of Debt Management Plans arc particularly intriguing, but self-selection 
may be partly responsible. Clients who start DMPs outperform all other counseling clients on all 
of our outcome measures. Admittedly, clients who were recommended for DMPs are in better 
financial shape than clients who do not qualify. But, the evidence also indicates that between 
two borrowers who arc recommended for a DMP (i.e., borrowers for whom a DMP is both a 
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workable option and the best option), the borrower who actually starts payments in a DMP fares 
significantly better on all outcome measures at a point two years after counseling. Perhaps there 
is some residual self-selection effect driving this result (e.g., borrowers who make a commitment 
to start a DMP are more motivated to repay than borrowers that do not). Alternatively, perhaps 
the DMP experience itself (e.g., budgeting to make regular DMP payments; continued 
interaction with and reinforcement from the counseling agency) generates the improvement in 
the outcome indicators. Given the significantly improved credit profiles for clients who do start 
DMPs, this phenomenon deserves closer study. 
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Evaluating the Impact of Delivery Channels for 
Credit Counseling Services 

by 

Michael Staten and John Barron 


Introduction 


In 2004 ten credit counseling agencies were selected through a competitive proposal process to 
participate in an empirical study of the effect of credit counseling on long-term borrower 
behavior. This multi-year project is jointly sponsored by the Consumer Federation of America 
and American Express with the objective of identifying best practices in the counseling industry 
and quantifying their impact on consumers. The study will examine the effectiveness of face-to- 
face, telephone and Internet counseling across all types of consumer clients, including those who 
subsequently enroll in a DMP and those who receive financial counseling only or 
recommendations for legal and other assistance. 

Within each of the three major categories of counseling delivery channels, the study will 
consider how different approaches to the timing, duration and content of counseling influence 
client outcomes. Effectiveness of counseling will be gauged by using credit bureau data to 
examine the credit profile of counseled clients at the time of the initial counseling session and 
subsequently at points two or more years following counseling. 

The study has been divided into two phases. Phase I focuses on an examination of the outcomes 
of prior counseling activities. The advantage of this retrospective analysis is that we need not 
wait several years to identify counseling outcomes. A disadvantage is that archived data on 
individuals who received counseling in the past may not be sufficiently rich to clearly identify 
the effects of counseling, as opposed to other client characteristics that may also influence 
subsequent client behavior. A planned Phase 2 will modify the sample design to collect even 
more detailed information on incoming counseling clients and the treatment they receive, and 
follow these individuals over time. 

For Phase 1 of the project, participating agencies supplied detailed data from the counseling 
“intake” interview on more than 70,000 clients who were counseled during early 2003. The 
following report presents some of the key findings of the Phase 1 analysis in terms of client 
credit profiles and payment experience over the two year period following the initial counseling. 
The findings suggest several issues that should be considered when designing Phase 2 of the 
study. 

The report is organized as follows. Section I contains several tables that describe the data 
received from the ten counseling agencies and the composition of the pooled sample of clients 
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(e.g. distribution of clients across delivery channel, cause of financial problems, and counselor 
recommendation). 

Section 11 presents summary measures of the credit bureau profile of counseled clients in the 
sample, and how they compare (around the time of initial counseling) with a separate, nationally 
representative sample of all consumers with credit reports. By pooling the sample of counseled 
consumers with the nationally representative sample, we examine how differences across 
individuals in key credit bureau variables (especially risk scores) can be used to predict which 
consumers will seek counseling services. 

Section III utilizes the credit bureau data to compare the counseled group vs. the national sample 
in terms of the incidence of bankruptcy and other derogatory public record information during 
the two years following counseling, as well as changes in risk scores. Perhaps not surprisingly, 
we find that the very act of seeking out counseling is an important signal of subsequent credit 
problems. Individuals who seek counseling reveal themselves to be in financial stress, and that 
financial stress is often not fully captured by concurrent credit bureau data. 

Section IV examines observable differences across counseled clients that may lead them to 
choose one method of counseling delivery vs. another. We use multivariate statistical (Probit) 
models to identify predictors of the choice of telephone versus face-to-face counseling. The 
results identify systematic differences in the clients who gravitate toward one channel vs. 
another. These results are useful for interpreting subsequent performance differences in the two 
groups during the years following counseling. 

Section V reports the multivariate analysis that identifies the effect of counseling channel on 
subsequent credit behavior, controlling for factors identified in Section IV that appear to affect 
the choice of counseling delivery method. The analysis introduces various client performance 
measures drawn from the credit bureau data. It provides an initial look at how an individual's 
credit experience during the two years following counseling is related to variables that were 
observable at the time of counseling, including dimensions of their counseling experience. A 
concluding Section VI offers caveats and further discussion of the primary findings. 


Section 1: Counseling Agency Data 


A total of 34 agencies submitted grant proposals in response to the Request For Proposal (RFP) 
that was distributed by American Express to 600+ agencies in August 2004. A review 
committee consisting of representatives from American Express, Consumer Federation of 
America and Georgetown University evaluated the proposals and met in October 2004 to select 
finalists. From the group of 34 respondents, 10 agencies were selected as grant finalists. 

Finalists were those agencies that were responsive in all of the required areas in the RFP, and 
received high ratings in the subjective areas of evaluation (data capture ability; description of the 
quality of their programs; evidence of innovative programs). All agency financial reports were 
screened for evidence of potential conflicts of interest or other problems of the type being 
investigated by the U.S. Internal Revenue Service. Evidence of such problems (e.g., documented 
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outsourcing of back-office tasks to for-profit companies owned by agency Board members) 
negatively influenced the overall ranking of the agency. In addition, the proposal review 
committee used information on agency size and scope of operations (especially the percentage 
distribution of clients across counseling delivery channels) to select the finalists to achieve 
representation across several key dimensions of the sample design, as discussed in greater detail 
below. Site visits were conducted between November 1 and December 20, 2004 for each of the 
agency finalists. Visits included opportunities to listen to ongoing counseling sessions and 
intake calls, either “live” or pre-recorded as part of the agency’s quality assurance program. 

The ten agencies that emerged from this process as participants in the study were Auriton 
Solutions (Roseville, MN), ClearPoint Financial Solutions, Inc. (Richmond, VA), Consumer 
Credit Counseling Service of Greater Atlanta, Inc. (Atlanta, GA), Consumer Credit Counseling . 
Service of Los Angeles (Los Angeles, CA), Consumer Credit Counseling Service of Montana 
(Great Falls, MN), Consumer Credit Counseling Service of North Central Texas (McKinney, 
TX), InCharge Debt Solutions (Orlando, FL), LSS Financial Counseling Service (Duluth, MN), 
Novadebt (Freehold, NJ), and Money Management International (Houston, TX). Some are 
phone specialists, some do just face-to-face counseling, some do both. A number of agencies 
offer some form of counseling through the Internet. At least one agency has a unique "crisis 
management" approach to the client; others utilize a somewhat more scripted approach. What 
they all have in common is an emphasis on client education and identification of the cause of 
underlying financial problems. 

In thinking about the sample, it is important to realize that the primary goal of Phase 1 is not to 
assess how a nationally representative sample of counseled clients performs over time. Rather, 
the objective is to utilize the experience of agencies that appear to be high-quality providers in 
order to see if, when done well, counseling makes a difference, and to identify whether 
effectiveness is influenced by delivery method. 

Data in the sample reflect information gathered during the first “counseling interview” with the 
client. All of the agencies in our sample conducted initial client interviews lasting anywhere 
from 30 minutes to 75 minutes. The interview collected detailed budget and asset information 
and identified potential causes of the clients’ financial problems. Options were discussed and the 
counselor made a recommendation to the client. The counselor's recommendation and a written 
action plan were part of the product delivered to the consumer. This definition of the "first 
counseling session" or "intake interview" was communicated to all participating agencies. 

One option that was offered to many clients was enrollment in an agency-administered debt 
repayment program called a Debt Management Plan (DMP). Consumers recommended for a 
DMP could choose not to enroll, but the DMP recommendation is a signal that the counselor 
thought that customer was qualified. 

Each agency was asked to provide information for all individuals who received a first-counseling 
session during March and April of 2003. A match of the counseling data to credit bureau data 
drawn from the second quarters of 2002, 2003, and 2005 was attempted. To maintain 
confidentiality, these matches were performed by one of the three major U.S. consumer reporting 
agencies, Trans Union, LLC (TU). Each agency sent their files directly to TU; TU then matched 
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based on available personal identifiers and sent the matched data, stripped of all unique personal 
identifiers, to the project research team at the Credit Research Center (CRC), Georgetown 
University. 

For about 10,000 clients, a successful match across all three years could not be made. Attempts 
to match failed for a variety of reasons, but the greatest dropout occurred when the agency did 
not collect the Social Security Number of tlie individual being counseled. Limited credit 
histories at the time of counseling also appeared to account for a number of dropouts. Using data 
collected by the agencies where available, the average size of unsecured debt and the number of 
unsecured creditors was substantially lower for individuals who could not be matched to credit 
bureau data 

Table 1 indicate the total number of observations within the 2003 time period that TU attempted 
to match and the percent that could not be matched to credit bureau data for ail three years (2002, 
2003, and 2005). Overall, 61,476 clients (87%) were matched to credit bureau data for all three 
years. The extent of matching was similar across agencies with the notable exception of Agency 
B. For this agency, two-thirds of the clients could not be matched to credit bureau data. 

Tbe credit bureau provided a number of attributes for each individual. Of particular interest are 
two types of credit scores provided. Both scoring products are risk management tools that TU 
markets to creditors and other firms making credit-related decisions. One reflects the risk of a 
serious delinquency on any account (equivalent in concept and roughly equivalent in scaling to 
the widely-reported FICO score product developed by Fair Isaac, Co.), while the second reflects 
the risk of bankruptcy. For the set of individuals that were matched to credit bureau data, the 
credit bureau data did not provide a complete set of risk scores (i.e., both scores for 2002, 2003 
and 2005) for 2.4% of the clients.' The final column in Table 1 indicates the distribution across 
agencies of the 59,972 clients for whom a complete set of credit reports and credit risk scores 
were available for subsequent analysis. 


Note that there is no clear pattern to individuahs missing such scores with respect to cither the delivery channel or 
ihc counseling recommendation. 
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Table 1: Counseling Observations Dropped From Analysis Due to 
Incorrect Time Period, Inability to Fully Match to Credit Bureau Data, 
Or Missing Risk Score 



Percent 


Percent 




Dropped 


Dropped 


Percent 


Because Visit 


Because Not 


Dropped 


Occurred 


Fully Matched 


Because Of 


Outside Eariy 


to Credit 


Missing Risk 


2003 Period 


Bureau Data 


Score 

Agency 






A 

0.0% 


6.0% 


2.3% 

B 

0.0% 


66.1% 


3.7% 

C 

14.4% 


12.8% 


3.2% 

D 

6.5% 


6.2% 


2.1% 

E 

0.0% 


4.2% 


2.2% 

F 

5.0% 


18.9% 


2.8% 

G 

0.0% 


7.7% 


2.3% 

H 

23.3% 


9.0% 


7.5% 

1 

10.7% 


24.5% 


3.4% 

J 

2.6% 


20.0% 


3,2% 



Starting 


Starling 


Starting Number of 


Number of 


Number of 


Observations 

72.253 

Observations 

71,003 

Observations 

61,476 



Of These, 






Number 




Of These, Number 


Matched to 


Of These, 


Within 2003 Time 


Credit Bureau 


Number With 


Period 

71,003 

Data 

61 ,476 

Risk Score 

59,972 

Percent Dropped 

1 ,7% 


13,4% 


2.4% 


The sample drops 1.7% of the cases when the date of the initial counseling did not occur as specificed 
by the sampling Instructions. For 5 of the 1 0 agencies, these were cases that were not initiated during 
the March 2003 to April 2003 period. For one agency, these were cases that were not initiated In March, 
April, or May 2003. The other four agencies had no observations outside the designated time span. We 
did retain the observations when the counseling date was not available. For two agencies, this was a 
sizable proportion of their total observations (i.e., 28% and 62% of their observations). Note that 22 of 
the 59,972 observations did not provide information on the delivery channel - these observations are 
omitted from subsequent analysis, leaving 59,950 observations. 
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Table 2 divides counseling clients by the delivery channel for the initial interview. Two agencies 
provided only telephone counseling, and a third was predominately telephone with less than 5 
percent of clients counseled face-to-face. At the other end of the delivery spectrum, two 
agencies offered primarily face-to-face or internet counseling sessions. The remaining five 
agencies offered a combination of delivery channels for counseling. For this particular pooled 
sample, the most common form of the delivery channel is the telephone. However, recall that 
our sample is not a representative sample of individuals who seek counseling. In particular, the 
sample is dominated by large volumes of clients from two agencies, one of which does telephone 
counseling exclusively. 


Table 2: Counseling Delivery Channels Across 
Agencies In Sample 

(10 Ager>des: 59,950 Observations) 



Table 3 indicates differences across the agencies in the recommendations that arose from the 
counseling session. Note that one agency (E) not only did not distinguish between referral to 
other services and referral to legal assistance but also did not distinguish between cither type of 
referral and financial counseling only. Table 3 indicates large differences in the extent to which 
counseling resulted in a debt management plan being proposed. However, when one considers 
the percent of clients who actually started a DMP (see the last column in Table 3), the 
differences across agencies are not as pronounced. 

Table 4 reports the recommendation of the counselor by type of delivery channel. Note that as a 
percent of all counseling sessions, DMP recommendations were made least frequently for face- 
to-face counseling clients. Nevertheless, face-to-face sessions display the highest “conversion 
rate” in terms of percent of clients who start a DMP (see last row in Table 4). 
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Table 3: Counselor Recommendations Across Agencies and Percent of 

DMPs Started 



Self Manage/ 
Client Can 
Handle 

DMP 

recommenc/ec/ 

Financial 

Counseling 

Only 

Referral to 
Other 
Agency/ 
Service 

Referral to 
Legal 
Assistance 

Not 

Available 

Some DMP 
payments 
made 

Agency 

A 

3.7% 

26.7% 

64.8% 

0.6% 

4.2% 

0.0% 

16.9% 

B 

10.3% 

59.6% 

12.6% 

2.2% 

4.3% 

11.1% 

20.2% 

C 

14.2% 

29.8% 

41.4% 

6.8% 

5.6% 

2.2% 

31.1% 

D 

3.9% 

51.7% 

22.2% 

15.6% 

4.0% 

2.7% 

35.9% 

E 

5.3% 

64.4% 

0.0% 

30.1% 

0.0% 

0.2% 

36.3% 

F 

4.5% 

43.2% 

26.1% 

6.9% 

7.8% 

11-5% 

25-0% 

G 

5.2% 

77.1% 

1.1% 

7.8% 

4.8% 

3.9% 

27.4% 

H 

1.5% 

32.8% 

61.3% 

0.0% 

1.1% 

3.3% 

39.1% 

1 

0.0% 

16.9% 

83.1% 

0.0% 

0.0% 

0.0% 

16.9% 

J 

0.0% 

34.4% 

0.2% 

0.0% 

0.0% 

65.5% 

25.6% 

Total 

5.2% 

62.1% 

9.9% 

13.9% 

3.0% 

5.9% 

29.8% 


Total number of observations is 59,950. With the exception of agency I, the category "DMP recommended" 
includes individuals who were offerred but chose not to enroll In a debt management plan. For two agencies 
{A and J), the variable indicating the number of DMP payments made was missing, so the existence of 
payments was Infered from a variable indicating DMP status. The "self manage" category includes what 
various agencies refer to as "client can handle", "choose to self manage", or "self administer". "Not available' 
can be due to an incomplete session. 
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Table 4: Delivery Channel By Counselor Recommendation 


Counselor Recommendation 

Face-to-face 

Internet 

Telephone 

Overall 

Self Manage/Client Can Handle 

66% 

3.3% 

5.1% 

5.2% 

DMP recommended 

53.4% 

71.9% 

63,5% 

62.1% 

Financial Counseling Only 

19.7% 

17.8% 

5.5% 

9.9% 

Ref era! to Other Agency/Service 

10.7% 

2.6% 

16.6% 

13.9% 

Referral to Legal Assistance 

49% 

2.1% 

2.5% 

3.0% 

Not Available 

4.7% 

2.3% 

6.8% 

5.9% 

Overall 

100.0% 

100.0% 

100.0% 

100,0% 

Some DMP payments made 

32.9% 

21.5% 

29.4% 

29.4% 


Percentages are for 59,950 sample of counseling agency clients. 


Table 5 summarizes the primary reason identified by the counselor for the credit difficulties of 
the individual seeking counseling, using nine broad categories. Note that one agency, agency B, 
provided no reasons. For the other agencies, there is largely agreement that the two most likely 
reasons are related to either a disruption in income or poor money management. While of value, 
these responses ate subjective. It is not clear that different agencies, or even counselors within 
the same agency, use the same criteria in selecting a primary cause of credit difficulties. The 
Appendix indicates the various responses that were collected within each of the nine broad 
categories. 

For the various “primary” reasons identified for credit difficulties. Tables 6A, 6B, and 6C 
indicate how those primary reasons distribute across counselor recommendations. In Table 6A, 
the percentages by reason sum to 100% across recommendations. In Table 6B, the percentages 
by recommendation sum to 100% across reasons. Table 6C displays the percent of individuals 
who start a DMP by primary cause of financial difficulty, subdivided by whether the client was 
recommended fora DMP. Note that 22,749 clients were not recommended for a DMP, but 3.6% 
of this group ended up starting a DMP. This can occur when a client’s financial circumstances 
change subsequent to the initial counseling session, perhaps even as a result of the session (e.g., 
client sells an asset or obtains a part-time Job to supplement income). The first column displays 
more detail on the “DMP start-rate” for this group, by primary cause of the client’s financial 
distress. Similarly, the second column shows that 37,201 clients were recommended for a DMP, 
and 45.2% of this group actually started a DMP. 


8 


VerDate Nov 24 2008 14:36 May 25, 2010 Jkt 056473 PO 00000 Frm 00362 Fmt 6633 Sfmt 6633 S:\GPO\HEARINGS\56473.TXT SJUD1 PsN: CMORC 





357 


Table 7 indicates how the primary causes distribute across delivery channels. Interestingly, the 
primary cause for a client's financial problems does not appear to be critical in determining the 
type of delivery channel chosen. Table 8 provides information on the housing situation of those 
seeking counseling by delivery channel. 
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Table 5: Primary Causes of Credit Difficulties, As Identified by Counselor 








Agency 






Primary Reason 

A 

B 

c 

D 

E 

F 

G 

H 

/ 

J 

Overall 

DEA TH/ILLNESS/INJURY/DISABHITY 

9.6% 


8-1% 

7.9% 

10.9% 

6.8% 

7,6% 

15.5% 

5.9% 

13.5% 

0 8% 

FRAUD/LEGAL PROBLEMS/EXPENSES 



0.5% 

0.3% 



0.5% 

1.1% 



0.3% 

HOME/AUTO EXPENSES 



3.8% 

1.9% 


0.4% 

0.9% 


0.7% 


0.7% 

INCOME LOSS/INSTABILITY 

32.6% 


27.5% 

26.2% 

40 1% 

27.3% 

33.5% 

10.3% 

27.7% 

49.1% 

33-9% 

MARITAL/DOMES TIC PROBLEMS/SUPPORT 

5.1% 


4 7% 

5-9% 

4 9% 

4.5% 

4,8% 

5.9% 

0.1% 

8.3% 

4.8% 

OTHER/NA 

8.9% 

100.0% 

22.1% 

20.6% 

7.6% 

12.1% 

7.0% 

45.8% 

50.0% 

20.4% 

13.9% 

POOR MONEY MGMT 

43.5% 


32.4% 

36.1% 

36.4% 

48.1% 

44,0% 

21.0% 

12.7% 

10.6% 

36.8% 

SCHOOL EXPENSES 

0.3% 


0.7% 

0.9% 


0.1% 

1.6% 


3.0% 


0.8% 

SUBSTANCE ABUSE/GAMBLING 



0.4% 

02% 


0.8% 

0.1% 

0.4% 



0,1% 

Total 

100.0% 

100.0% 

100.0% 

100.0% 

100.0% 

100.0% 

100.0% 

100.0% 

100.0% 

100-0% 

100.0% 


Number of observations 59,950 

The various specific primary causes are summarized in terms of the above nine broad categofies. See Appendix A for detait on category components 
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Table 6A: Primary Cause of Ftnanciaf Difficulty, by Counselor Recommendation 

Counselor Recommendation 


Primary Reason 


Self 



Referal to 




Martage/ 


Financial 

Other 

Referral to 



Clierrt Can 

DMP 

Counseling 

Agency/ 

Legal 

Not 

Number 

Handle 

recommended 

Only 

Service 

Assistance 

Available 

Total ofobs. 


OEATH/ILLNESS/INJURY/DISABIUTY 3.7% 

FRAUD/LEGAL PROBLEMS/EXPENSES d.3% 

HDME/AUTO EXPENSES 16.0% 

INCOME LOSS/INSTABILITY 4.1% 

MARITAL/DOUESTfC PROBLEMS/SUPPORT 4.8% 
OTHER/NA 10.6% 

POOR MONEY MGMT 4 4% 

SCHOOL EXPENSES 7.6% 

SUBSTANCE ABUSE/GAMBUNG 9.1% 


64.1% 

70.4% 

54.9% 

65.7% 

63.6% 

30.9% 

69.6% 

77.1% 

47.3% 


8.1% 15.1% 

6.2% 6.8% 

11-5% 12.2% 

8.3% 14.2% 

9.9% 13.5% 

186% 16.3% 

B.6% 12.9% 

93% 4.3% 

16.4% 127% 


3.7% 5 3% 

5 6% 1.9% 

4.1% 1.4% 

2.7% 5 1% 

3.2% 5.1% 

2.9% 20.7% 

3.1% 1.5% 

1.4% 0.2% 

14.5% 0.0% 


100.0% 5.274 

100.0% 162 

100.0% 419 

100-0% 20,312 

100.0% 2,855 

100.0% 8,345 

100.0% 22.043 

100-0% 485 

100.0% 55 


Overall 


5.2% 62.1% 


9.9% 


13.9% 3.0% 


5.9% 100.0% 59,950 


The various specific primary reasons (causes) are summarized tn terms of the above broad calegories. See Appendix A for details 
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Table 6B: Primary Cause of Financial DifRculty, by Counselor Recommendation 

Counselor Recommendation 


Primary Reason 

Self 

Manage/ 
Client Can 
Handle 

DMP 

recommended 

Financial 

Counseling 

Only 

Referal to 
Other 
Agency/ 
Service 

Referral to 
Legal 
Assistance 

Not 

Available 

Overall 

DEATH/lLLNESS/lNJURY/DiSABfLITY 

6.2% 

9.1% 

7.2% 

9.5% 

10.8% 

a.0% 

a. 8% 

FRAUD/LEGAL PROBLEMS/EXPENSES 

0 5% . 

0.3% 

0.2% 

0.1% 

0.5% 

0,1% 

0.3% 

HOME/AtJTO EXPENSES 

2.1% 

0.6% 

0.8% 

0.6% 

0.9% 

0.2% 

0.7% 

tNCOME LOSS/INSTABILPy 

26.5% 

35.8% 

28.2% 

34.5% 

30.9% 

29.3% 

33.9% 

MARTTAUDOMESTIC PROBLEMS/SUPPORT 

4.4% 

4.9% 

4.8% 

4.6% 

5.0% 

4.1% 

4.8% 

OTHER/NA 

28.3% 

6.9% 

26.1% 

16.3% 

13.5% 

48.9% 

13.9% 

POOR MONEY MGMT 

30 0% 

41.3% 

31.6% 

34.0% 

37.5% 

9.4% 

36,8% 

SCHOOL EXPENSES 

1.2% 

1.0% 

0.8% 

0.3% 

0.4% 

0 0% 

0,8% 

SUBSTANCE ABUSE/GAUBLING 

0.2% 

0.1% 

0.2% 

0.1% 

0.4% 

0.0% 

0.1% 

Total 

100.0% 

100.0% 

100.0% 

100.0% 

100.0% 

100 0% 

100.0% 

Number of observations 

3.130 

37.201 

5.938 

8,345 

1,798 

3.529 

59,950 

The various specific primarv reasons (causes) are summarized in iemts of the above nine broad categories. 

See Appendix A for details 
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Table 6C: Percent Starting DMP by Primary Reasons Identified by Counselor For Credit 

Difficulties 


DMP Started 


Primary Reason 

DMP not 

recommended 

DMP 

recommended 

Overall 

Number ofobs. 

DEATH/tLLNESS/INJURY/DISABIUrY 

3.1% 

49.3% 

32.7% 

5,274 

FRAUD/LEGAL PROBLEMS/EXPENSES 

10.4% 

36.0% 

23.4% 

162 

HOME/AUTO EXPENSES 

3.7% 

45.2% 

26.5% 

419 

INCOME LOSS/INSTABILITY 

3.5% 

46.2% 

31.5% 

20,312 

MARITAL/DOMESTIC PROBLEMS/SUPPORT 

4.1% 

44.0% 

29.5% 

2,855 

OTHER/NA 

1.9% 

34.5% 

12.0% 

8,345 

POOR MONEY MGMT 

5.2% 

45.6% 

33.3% 

22,043 

SCHOOL EXPENSES 

6.3% 

36.9% 

29.9% 

485 

SUBSTANCE ABUSE/GAMBLING 

3.4% 

46.2% 

23.6% 

55 

Overall 

3.6% 

45.2% 

294% 


Number of observations 

22.749 

37.201 


59,950 


The various specific primary reasons (causes) are summarized in terms of the above nine broad categories. 
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Table 7: Primary Causes Identified by Counselor For Credit Difficulties 
Across Agencies in the Sample 

Delivery Channel 


Primary Cause 

DEATH/ILLNESS/INJURY/DISABILITY 

FRAUD/LEGAL PROBLEMS/EXPENSES 

HOME/AUTO EXPENSES 

INCOME LOSS/INSTABILITY 

MARITAUDOMESTIC PROBLEMS/SUPPORT 

OTHER/NA 

POOR MONEY MGMT 

SCHOOL EXPENSES 

SUBSTANCE ABUSE/GAMBLING 


Face-to- 

face 

Internet 

Telephone 

Overall 

8.2% 

6.0% 

9.4% 

8.8% 

0.4% 

0.2% 

0.2% 

0.3% 

1.5% 

1.0% 

0.4% 

0.7% 

304% 

30.2% 

35.6% 

33.9% 

4.9% 

4.7% 

4.7% 

4.8% 

15.8% 

11.7% 

13-6% 

13.9% 

37.5% 

44.0% 

35.5% 

36.8% 

10% 

2.1% 

0.6% 

0,8% 

0.3% 

0.0% 

0.0% 

0.1% 

100.0% 

100.0% 

100.0% 

100-0% 

13.567 

5,791 

40.592 

59,950 


Total 

Number of observations 


The various specific primary causes are summarized in terms of the above nine broad categories. 


Table 8: Housing Situtation By Channel of Delivery for Sample 
Matched to Credit Bureau Files 


Housing Situation 

Face-to-face 

Internet 

Telephone 

Number 

Own 

41.4% 

33.5% 

41.1% 

24,235 

Rent 

34.1% 

37,6% 

41.1% 

23,511 

Live with Parents / Other 

18.3% 

0.5% 

7,3% 

5,467 

Not Available 

6.2% 

28.4% 

10.5% 

6,737 

Overall 

100.0% 

100.0% 

100.0% 

59,950 
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11. Credit Bureau Data 

Credit bureau data provide an objective assessment of the client before and after the credit 
counseling experience. Based on credit data provided by TU, Table 9 provides a comparison 
between a nationally representative random sample of consumers ("national sample") and 
individuals in the counseling sample in terms of the total number of trades (accounts) with a 
positive balance and total balances across ail trades. Not surprisingly, the average number of 
trades for individuals in the national sample is lower. Note that those seeking counseling ha\ 
both higher mean and median levels of total balances. 


Table 9: Credit Bureau Variables for National 
Representative Sample Versus Credit Counseling Sample: 
Trades and Balances 


Number of trades with Total balance across all 
positive balance trades (in 1 ,000s) 


National 


Percentile Sample 

1 % 0 

5% 0 

10% 0 

25% 1 

50% 3 

75% 5 

90% 8 

95% 10 

99% 14 

Mean 3 

Standard Deviation 3 

Number of Observations 263,937 

Percent of individuals 

with active/verified 

bankcard 71.6% 


Counseling 

National 

Counseling 

Sample 

Sample 

Sample 

0 

$0 

$0 

1 

$0 

$0 

1 

$0 

$2 

3 

$0 

$10 

6 

$12 

$31 

9 

$76 

$92 

12 

$169 

$161 

15 

$240 

$208 

21 

$464 

$334 

7 

$57 

$62 

5 

$116 

$80 

59,950 

263,937 

59,950 

82.3% 

71.6% 

82.3% 


Credit bureau variable names are AT29 and AT33; National sample credit bureau data 
from June, 2003. Counseling sample credit bureau data from March, 2003. 
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If wc focus on consumers who have one or more active/verifted bank card accounts, such 
accounts arc more likely to e.vist for consumers in the counseling sample. Among individuals 
with activc/vcrified bank card accounts. Table 10 indicates that the distribution regarding the 
number of accounts is similar across the two groups (national sample and counseled group). 

I lowcvcr. Table 10 also Indicates that bank card account utilization (balance as a percent of 
credit limit) is clearly higher for the counseled group. 


Table 10: Credit Bureau Variables for National 
Representative Sample Versus Credit Counseling Sample: 
Bankcard Use 


Number of active or Percent of bankcard trades 

active/verified bank cards greater than 50% of limit 


National 


Percentile 

Sample 

1% 

1 

5% 

1 

10% 

2 

25% 

3 

50% 

6 

75% 

9 

90% 

14 

95% 

17 

99% 

25 

Mean 

7 

Standard Deviation 

5 

Number of Observations 

189.008 

Percent of individuals 
with active/verified 
bankcard 

100.0% 


Counseling 

National 

Counseling 

Sample 

Sample 

Sample 

1 

0 

0 

2 

0 

0 

3 

0 

33.3 

5 

0 

66.7 

7 

0 

100 

11 

50 

100 

15 

100 

100 

18 

100 

100 

25 

100 

100 

8 

27 

79 

5 

38 

29 

49.340 

189,008 

49.340 

100.0% 

100.0% 

100.0% 


Credit Bureau variable names are BC01 and BC30; National sample credit bureau data 
from June, 2003. Counseling sample credit bureau data from March. 2003. 


Two risk scores were provided by the credit bureau. One measures the likelihood that a 
consumer will Hie for bankruptcy. The second score measures the likelihood of serious 
delinquency on a newly opened account. For both scores, a higher score indicates lower risk 
(i.e., either less likely to file for bankruptcy or less likely to become seriously delinquent on a 
newly opened account). Table 1 1 indicates that, on average across nearly 60.000 observations, 
individuals counseled in person have higher risk (i.e., have lower scores) of bankruptcy and 
serious delinquency. Closer examination reveals that among the five agencies (A. C, D, G, and 
H) that had .significant numbers of clients counseled through in-person and telephone channels 
(as opposed to specializing in one or the other), bankruptcy risk scores for in-person clients were 
significantly lower (relative to telephone clients) for three of these five agencies and significantly 
higher for one. For delinquency risk scores, two of the five agencies had scores significantly 
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lower for clients counseled in person. Thus, there is some evidence that in-person clients at these 
five agencies were, on average, higher risk than their telephone counterparts. [Note: Agency C 
has a substantially higher average risk score for its telephone clients, relative to any other client 
subgroup in the sample. Possibly this is due to a targeted marketing effort or affiliation that 
attracts a group of clients who appear to be lower risk, at least as measured by the credit report 
around the time of initial counseling.] 


Table 11: Average 2003 Credit Bureau Bankruptcy and Delinquency Risk 
Scores By Delivery Channel and Agency 




Face-fo- 






face 

Internet 

Telephone 

Overall 

Agency 






A 

Bankruptcy Risk Score 

227 

260 

252 

248 


Delinquency Risk Score 

595 

607 

596 

600 

B 

Bankruptcy Risk Score 



232 

232 


Delinquency Risk Score 



580 

580 

C 

Bankruptcy Risk Score 

260 

250 

419 

333 


Delinquency Risk Score 

594 

611 

671 

630 

D 

Bankruptcy Risk Score 

220 


210 

219 


Delinquency Risk Score 

580 


573 

579 

E 

Bankruptcy Risk Score 



235 

235 


Delinquency Risk Score 



592 

592 

F 

Bankruptcy Risk Score 

268 

212 

207 

255 


Delinquency Risk Score 

603 

590 

589 

600 

G 

Bankruptcy Risk Score 

243 

256 

253 

251 


Delinquency Risk Score 

590 

600 

603 

599 

H 

Bankruptcy Risk Score 

278 


252 

273 


Delinquency Risk Score 

597 


590 

595 

/ 

Bankruptcy Risk Score 

245 



245 


Delinquency Risk Score 

589 



589 

J 

Bankruptcy Risk Score 

261 


233 

234 


Delinquency Risk Score 

596 


589 

589 

Overall 

Bankruptcy Risk Score 

239 

256 

246 

245 


Delinquency Risk Score 

588 

602 

597 

595 


Sample includes only observations with credit bureau risk scores. Note that higher score indicates lower risk 
of bankruptcy. Total number of observations is 59.950 
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Table 12 indicates the differences in the risk scores between the counseling sample and the 
nationally representative sample of consumers. Table 12 indicates that the counseling sample 
has substantially lower bankruptcy and new account delinquency risk scores than the national 
sample. For instance, whereas around 50% of the national sample has a delinquency risk score 
over 740, less than 10% of the counseling sample has a delinquency risk score this high or 
higher. And, this difference occurs even though the national sample includes some individuals 
very similar to those in the counseling group. 


Table 12: Credit Bureau Variables for National 
Representative Sample Versus Credit Counseling 
Sample: Risk Scores 


Bankruptcy Risk Score New Account Risk Score 



National 

Counseling 

National 

Counseling 

Percentile 

Sample 

Sample 

Sample 

Sample 

1% 

15 

5 

424 

419 

5% 

128 

15 

460 

445 

10% 

143 

37 

498 

470 

25% 

329 

134 

614 

531 

50% 

693 

180 

742 

588 

75% 

835 

333 

841 

658 

90% 

959 

522 

880 

723 

95% 

976 

648 

894 

759 

99% 

987 

870 

908 

843 

Mean 

599 

245 

718 

595 

Standard Deviation 

294 

190 

139 

95 

Number of Observations 

263,937 

59,950 

263,937 

59,950 

Percent of individuals 
with risk score 

85.7% 

97.6% 

85.7% 

97.6% 


National sample credit bureau data from June, 2003. Counseling sample credit 
bureau data from March, 2003. 
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Credit bureau variables as predictors of decision to seek counseling 

Individuals in the counseling group arc clearly different from individuals in a nationally 
representative sample of consumers with credit reports. Wc now consider a wider array of 
factors that arc associated with seeking credit counseling assistance. To do so, wc combine the 
national credit bureau sample with the counseling sample to create a pooled dataset, and define a 
variable that equals one if the individual is from the counseling sample and zero otherwise. Wc 
then estimate a Probit model with the dependent variable indicating whether the individual is 
from the counseling sample. 

For the pooled sample, 18.5 percent are directly identified as having sought counseling at 
approximately the same time as the credit bureau data was pulled. Of course, there are surely 
individuals within the national sample who also sought counseling during this period that arc not 
identified. Their presence introduces measurement error that, among other things, can lead to a 
bias toward zero in our estimated cocfiicients. That is, an observed relationship between credit 
bureau variables and the choice of counseling must be stronger in this sample (relative to one in 
which there arc no unidentified coun.sclcd consumers) to achieve statistical significance. 

Table 13 presents the results for the Probit model estimation that includes as cxplanatoiy 
variables selected credit bureau variables as measures of credit profile and creditworthiness. 
Coefficients on the explanatory vari.ablcs indicate the marginal effect of a change in the variable 
on the probability of being in the counseled sample. Table 13 indicates that individuals with 
lower risk scores, a higher number of trades with positive balances (both overall and bankcard), 
a greater utilization rate for bank cards, and larger numbers of delinquencies and inquiries arc 
more likely to seek out coun,scling. Note that in Table 1 3, the eocfficients indicate the marginal 
effect of a one unit change in the independent variable. For instanee, an incrca.se by 100 in the 
bankaiptcy risk score (one unit) is predicted to decrease the likelihood of an individual .seeking 
counseling by .0247 or 2.47%. 

Table 13 also reports averages for the explanatory variables for the two samples (control and 
counseling) to provide the reader with a better idea of how the counseling sample differs from 
the nationally representative sample across various credit bureau variables. 
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Table 13: Probit Model of Factors Affecting Likelihood that an Individual 
in Credit Bureau Pooled Sample is From Counseling Agency Sample 




Mean of 

Mean of 



variables for 

variables for 



control 

counseling 


Coefficient in 

sample 

sample 


Probit Model 

(standard 

(standard 


(z-statistic) 

deviation) 

deviation) 

Bankruptcy risk score (in 100s) 

-0.0247*** 

5.99 

2.45 


(65.13) 

(2,94) 

(1.9) 

New account risk score (in 100s) 

-0.0131*** 

7.18 

5-95 


(14.26) 

(1.39) 

(0.95) 

Total number of trades with balance > 0 

0.0096*** 

3.39 

6.61 


(35.65) 

(3.24) 

(4,53) 

Total balance, non-mortgage trades (in 10,000s) 

-0.0014*** 

1.74 

2.92 


(7-41) 

(4.16) 

(3.43) 

Total balance, mortgages (in 10.000s) 

-0.0021*** 

3.99 

3.28 


(23.88) 

(10.07) 

(6.56) 

Number of bankcard trades 

0.0004*** 

5.44 

7,44 


(2.97) 

(5.27) 

(5.07) 

Proportion of bankcard trades with balance over 50% of limit 

0.1202*** 

0.19 

0.65 


(53.04) 

(0.34) 

(0.4) 

Number of non-installment trades over 50 % of limit 

0.0106*** 

0.92 

3,59 


(24.62) 

(1.62) 

(3-1) 

Number of trades 30 or more days past due in last 18 mths 

0.0077'" 

0.73 

3.14 


(25.06) 

(1.72) 

(3.24) 

Number of currently past due balances 

0.0152*" 

0.18 

1,19 


(24,58) 

(0.66) 

(1.77) 

Number of inquiries in last 6 months 

0,0041*" 

1.06 

2.16 


(16,69) 

(1,8) 

(2.72) 

Highest retail credit limit (in 1,000s) 

0.0018’** 

1.47 

1.29 


(5.73) 

(2.28) 

(1.89) 

Number of observations 

323.887 

263,937 

59,950 


Not reported is a variable indicating missing values for the variable measuring the percent of bankcard 
trades with balance over 50%. This variable is not defined if an individual has no bank cards. 

Coefficients indicate marginal effects; * significant at 10%; ** significant at 5%; significant at 1% 


Tabic 14 suggests that another predictor of an individual seeking out counseling is a decline in 
the risk score over the preceding 12 months. Consumers who visited a counselor in 2003 
experienced a median reduction in their bankruptcy risk score of 55 points, and a median 
reduction in their delinquency risk score of 26 points during the 12 months prior to their visit. 
By comparison, the median change in risk scores was at or near zero for consumers in the 
nationally representative sample over a difTcrent (longer) period, June 2003 to December 2004. 
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Table 14: Change in Credit Bureau Risk Scores During 12 
Months Prior to Counseling 


Change in Bankruptcy Risk Change in New Account Risk 
Score Score 



Counseling 

National 

Counseling 

National 


Sample, March 

Sample. June 

Sample, Mar. 

Sample, June 


2002 to March 

2003 to Dec. 

2002 to March 

2003 to Dec. 

Percentile 

2003 

2004 

2003 

2004 

1% 

-647 

-503 

-201 

-161 

5% 

-455 

-294 

-144 

-92 

10% 

-350 

-204 

-117 

-60 

25% 

-189 

-54 

-72 

-20 

50% 

-55 

0 

-26 

2 

75% 

4 

47 

8 

31 

90% 

81 

158 

40 

67 

95% 

146 

239 

60 

91 

99% 

317 

424 

101 

141 

Mean 

-98 

-10 

-33 

3 

Standard Deviation 

184 

158 

63 

55 

Number of Observations 

59.950 

263.937 

59,950 

263,937 


Tabic 15 indicates how the changes in risk scores arc related to both the counseling delivery 
channel and the subsequent eounselor recommendation. Note that clients who arc referred for 
legal assistance experienced the largest average decreases in risk scores during the prior year, 
while those deemed able to self-managc had the lowest average reduction in risk scores. Both 
relationships seem consistent with expectations. With respect to the channel of delivery, the 
average magnitude of the drop in risk score over the year prior to counseling was similar across 
channels. 
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Table 15: Change in Credit Bureau Risk Scores During 12 Months Prior to Counseling Visit, by 
Subsequent Counselor Recommendation And by Delivery Channel 




Face-to-face 

internet 

Telephone 

Overall 

Self Manage/Client Can Handle 

Change in Bankruptcy Risk Score 

-50 

-126 

-96 

-64 


Change in Delinquency Risk Score 

-15 

-22 

-31 

•26 


Number of Observations 

897 

191 

2.051 

3,139 

DMP recommended 

Change in Bankruptcy Risk Score 

-99 

-100 

-102 

-101 


Change in Delinquency Risk Score 

-35 

-32 

-34 

-34 


Number of Observations 

7.250 

4,165 

25,786 

37,201 

Financial Counseling 

Change in Bankruptcy Risk Score 

-96 

-93 

-88 

-93 


Change in Delinquency Risk Score 

-34 

-28 

-.30 

-31 


Number of Observations 

2.669 

1.028 

2.241 

5,938 

Referal to Other Agency/Service 

Change in Bankruptcy Risk Score 

-95 

-99 

-94 

-94 


Change in Delinquency Risk Score 

-34 

-26 

-32 

-33 


Number of Observations 

1,449 

151 

6,745 

8.345 

Referral to Legal Assistance 

Change in Bankruptcy Risk Score 

-116 

-105 

•117 

-116 


Change in Delinquency Ri^ Score 

49 

-48 

-43 

-46 


Number of Observations 

664 

121 

1,013 

1,798 

Hot Available 

Change in Bankruptcy Risk Score 

-56 

-105 

-92 

-86 


Change in Delinquency Risk Score 

-24 

-40 

-34 

-32 


Number of Observations 

638 

!35 

2,/56 

3,529 

Overall 

Change in Bankruptcy Risk Score 

-94 

-100 

-99 

-98 


Change in Delinquency Risk Score 

-34 

-31 

-33 

-33 


Number of Observations 

13,567 

5.791 

40.592 

59.950 
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Section III: A Comparison of Outcomes: Counseled Clients vs. Nationally 
Representative Sample 

In this section, wc examine post-counseling changes in the incidence of negative public record 
items (including bankruptcy) of the counseled group, relative to a nationally representative 
sample of consumers. We also examine the post-counseling change in credit risk scores. The 
results must be viewed only as suggestive, however, because the time period u.scd to measure 
performance for the counseled group (the 24-month period from March 2003 to March 2005) 
differs from the time period available for measuring performance of the national sample (the 1 8- 
month period from June 2003 to December 2004). 

Table 16 indicates the changes in bankruptcy risk scores and new account delinquency risk 
scores for the counseling sample between March 2003 and March 2005, side-by-side with the 
comparable change for the national sample between June 2003 and December 2004. To account 
for the fact that those seeking counseling begin the period with .significantly lower risk scores 
compared to consumers in the nationally representative sample, we divide individuals according 
to their initial score values in 2003. In particular, wc .separate the combined sample into deciles 
based on their risk score, and then measure the average subsequent change in the risk score for 
each decile. 

The summary statistics reported in Table 16 indicate that among individuals with high initial risk 
scores, the subsequent drop in risk seorcs was e.spccially large for individuals who sought 
coun.seling. In other words, controlling for the risk score of an individual as of 2003, the extent 
of the reduction in the risk score is greater for the counseling group over the following period as 
compared to the national sample. A .simple regression analysis (not shown) indicates that, 
controlling for 2003 bankruptcy risk scores, the subsequent bankruptcy score for individuals in 
the counseling sample fell by approximately 59 points compared to the control group. 

Similarly, controlling for 2003 delinquency risk scores, the subsequent delinquency score for 
individuals in the counseling sample fell by 22 points compared to the control group. Though 
the differences are slightly less, similar results hold even if one excludes from the analysis those 
who subsequently filed for bankruptcy. 
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Table 16: Change in Credit Bureau Risk Scores, 2003 - 2005 


Change in Bankruptcy Risk Score 


Decile for 2003 





Counseling 


Bankruptcy 



National 

National 

Sample, 

Counseling 

Risk Score 

Minimum 

Maximum 

Sample. June 

Sample 

March 2003 

Sample 

(combined 

Score in 

Score in 

2003 to Dec. 

Number of 

to March 

Number of 

sample) 

Decile (2003) Decile (2003) 

2004 

Observations 

2005 

Observations 

1 

0 

135 

56.8 

18,342 

62,6 

16,332 

2 

136 

169 

45.0 

18,442 

35.5 

11,692 

3 

170 

269 

61.6 

20,408 

15.7 

12,019 

4 

270 

427 

37.8 

22,145 

-48.4 

10,268 

5 

428 

596 

-4.2 

26,901 

-134.3 

5,620 

6 

597 

705 

-26.1 

30,496 

-198.8 

1,938 

7 

706 

752 

-18.7 

31,649 

-200.1 

687 

8 

753 

847 

-34.2 

31,503 

-272.2 

705 

9 

848 

950 

-64.0 

32,159 

-278.2 

473 

10 

951 

998 

-59.6 

31,892 

-139 9 

216 

Wean/No. Obs. 



-9.7 

323,887 

-8,3 

59,950 




Change in New Account Risk Score 

Decile for 2003 





Counseling 


Deliquency Risk 



National 

National 

Sample, 

Counseling 

Score 

Minimum 

Maximum 

Sample, June 

Sample 

March 2003 

Sample 

(combined 

Score in 

Score in 

2003 to Dec, 

Number of 

to March 

Number of 

sample) 

Decile (2003) 

Decile (2003) 

2004 

Obsen^ations 

2005 

Observations 

1 

402 

490 

24.7 

23,891 

33,9 

8,579 

2 

491 

552 

12.0 

20,338 

6.5 

12.337 

3 

553 

606 

9.0 

19,023 

-0.9 

13,645 

4 

607 

658 

7.7 

21,742 

-17.0 

10,497 

5 

659 

702 

6.3 

25,400 

-33,4 

6,628 

6 

703 

751 

5.8 

27,958 

-47.1 

4,759 

7 

752 

805 

4.0 

29,710 

-56,1 

2,309 

8 

806 

843 

-3.2 

32,135 

-51.1 

599 

9 

844 

874 

-7.1 

31.869 

-54.8 

373 

10 

875 

925 

-12,8 

31,871 

-46,2 

224 

Mean/No. Obs. 



3.3 

323,887 

-7.6 

59.950 

Table 17 display 

s results regarding change 

in public record items. For this analysis. 

we 

identified those consumers that had no public records evi 

ident in their 200.3 credit report, either 


with respect to the broader range of derogatory public record items or more spccirically 
bankruptcy. As Table 1 7 indicates, 93.6% of the national sample and 90.6% of the counseling 
sample had no public record of bankruptcy as of 2003. With respect to all types of derogatory 
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public records, 86.4% of the national sample and 81.3% of the coun.seting sample had no public 
derogatory reports in their credit file. Separate inspection revealed that, for the counseling 
group, the consumers who had no public records were similarly represented across delivery 
channels and counselors’ recommendation. For individuals without derogatory public records 
(cither bankruptcy or the more inclusive category) at the outset of the period, we then identified 
those who had one or more derogatory public record items (or bankruptcy filing) in March of 
2005 for the counseling sample and in December of 2004 for the national sample. 


Table 17: Change in Public Record Items, 2003 - 2005 



Public Bankruptcy 
Record 

Public Derogatory 
Record 

Percentile 

National 

Sample 

Counseling 

Sample 

National Counseling 
Sample Sample 

Percent with No Public Bankrupety/Derogatory 
Records in June 2003 

93.6% 


86.4% 

Percent with No Public Bankrupety/Derogatory 
Records in March 2003 


90.B% 

81.3% 

Of Those with No Public Bankruptcy Record, 

Percent With Public Bankruptcy/Derogatory Record 

18 months later 

1 .2% 


2.6% 

Of Those with No Public Bankruptcy Record. 

Percent With Public Bankruptcy/Derogatory Record 
24 months later 


17,6% 

23.4% 


Note that 1 7.6% and 23.4 % orcouaselcd clients, respectively, cither subsequently fled for 
bankruptcy or had a derogatory public record (that included bankruptcy fling) within 24 months 
after the counseling experience. In contrast, for the national sample, 1. 2% and 2.6 %, 
respectively, cither subsequently fled for bankruptcy or had a derogatory public record (that 
included bankruptcy fling) 24 months after the counseling experience. 

Table I2 indicated a substantial difference in risk .scores for the counseling sample compared to 
the national sample. Clearly this can be one contributing factor that explains the differences in 
bankruptcy fling rates between the two groups reported in Table 1 7. However, even after 
controlling for risk scores at the outset, the regression model estimates displayed in Tabic 1 8 
indicate that those who visited a counseling agency had an increased likelihood ofa subsequent 
bankniptcy or derogatory public record. In Tabic I8, wc consider spccifcations that include 
cither one or both risk scores. In addition, recognizing that the likelihood of a bankruptcy fling 
may be non-linear in risk scores, and in particular that individuals with extreme values may be 
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dilTcrcnt from others, wc include as control variables two additional dummy variables for each 
risk score that equal one if the individual's risk score is in the lowest or highest decile. 

The first two columns of Table 18 indicate that an increase in either an individual's bankruptcy 
risk score or an individual's delinquency risk score reduces the likelihood of subsequent 
bankruptcy, as expected. Recall that these commercial scorc.s are sealed so that higher scores 
indicate lower risk. However, those with the highest scores (top decile) and those with the 
lowest scores (bottom decile) arc even less likely to subsequently file for bankruptcy than 
predicted by a simple linear specification. The fourth and fifth columns of Table 18 indicate a 
similar finding for a derogatory event. Note that for both the bankruptcy and derogatory public 
record events, an individual in the counseling sample is more likely to experience a "bad" 
outcome, even after controlling for risk scores. 

The third and sixth columns in Table 18 include both bankruptcy and delinquency risk score 
variables. There arc two interesting features to note regarding these results. First, it remains the 
ease that individuals in the counseling sample arc more likely to experience cither a subsequent 
bankruptcy or derogatory event. Second, with both bankruptcy and delinquency risk scores in 
the spccitication, an increase in the delinquency risk score, holding constant the bankruptcy risk 
score, is associated with an increase in the likelihood of a bankruptcy for those not in the bottom 
decile. 

Tables 19 and 20 further illustrate that, controlling for initial risk .scores;, counseling is an 
important signal of subsequent credit problems even after adding a number of additional control 
variables that have been identified as important components of risk scores. Table 19 examines 
the link hetween the decision to seek counseling and a subsequent bankruptcy event or a public 
derogatory event. Table 20 examines the link between the decision to seek coun.seling and 
subsequent risk scores.' 

Individuals in the coun.seling sample reveal themselves to be in financial distre.ss. Tables 19 and 
20 show that financial stress is not fully captured by the credit bureau data at the time of 
counseling. Among other implications, this characteristic of counseled clients makes it difficult 
to isolate the value of counseling itsclfbccause contemporaneous credit bureau infonnation often 
doc.sn’t immediately capture the private infonnation that induces individuals to seek coun.seling. 
Because creditors typically only report updates on account activity to the credit bureau once per 
month, there is almost always a lag time between a credit event and the time it is first refiected 
on the credit report. New financial distress takes time to manifest in credit behavior (c.g., 
delinquency), and additional time to appear on a credit report. 


I iiblc 1 9 considers restricted samples of indivkkuiLs with no bankruptcy filing event (column 1 ) or no public 
derogatory event (column 2) in 2003. Table 20 provides predictions of subsccjueru risk scores for restricted and full 
samples. For the counseling sample, two years separate the 2003 independent variables and the subsequent event, 
l or the national sample, one and one-half years separate the 2003 independent variables and the subsequent event. 
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Table 18: Predicting Likelihood of Actual Bankruptcy Filings and Public Derogatory Events Based 
on Credit Bureau Risk Scores and Counseling Event (Probit Model) 


Bankruptcy Event Derogatory Event 

Bankruptcy Bankruptcy 





and 



and 


E^nkruptcy 

Delinquency 

Delinquency 

Bankruptcy 

Delinquency 

Delinquency 


scores only 

scores only 

scores 

scores only 

scores only 

scores 

Counseling group indicator 

0.0663"* 

0 1052**' 

00566— 

0 0697— 

0.1109*'* 

0.0664*" 


(92 39) 

(1 11.89) 

(85.44) 

(77 98) 

(104 20) 

(75.15) 

Bankruptcy risk score: 2003 {in 1 QOs) 

-0.0049*** 


-0.0060*'* 

-0,0107— 


-0.0091**' 


(55.17) 


(50.96) 

(79.04) 


(50,86) 

Bankruptcy score in bottom ^Q% of combined sample: 2003 

-0.0036*** 


•0.0031*** 

-0.0041'** 


-0,0027*** 


(8.86) 


(8.06) 

(5 72) 


(3.84) 

Bankruptcy score in top 10% ol combined sample: 2003 

-0.0103"* 


-0.0076**' 

-0.0D84"- 


-0.0053" 


(5.36) 


(3.92) 

(3.67) 


(2.30) 

Delinquency risk score: 2Q03 (in lOOs) 


-0 0083*** 

0.0035*** 


-0.0206*** 

-0.0028*" 



(36.35) 

(14.79) 


(63.84) 

(7.30) 

Delinquency score in bottom 10% of combined sample: 2003 


-0 0103*** 

-0.0038*** 


-0.0113'*' 

-0.0049"* 



(18.74) 

(8 04) 


(13.23) 

(6.01) 

Delinquency score in top 10% ol combined sample: 2003 


-0 0164**- 

-0.01 14'** 


-0,0177*** 

-0.0159"' 



(9.97) 

(9 47) 


(8 20) 

(8.73) 

Observations 

301492 

301492 

301492 

276865 

276865 

276865 


Sample resticted to clients that had no record of a pubtic bankruptcy filing in 2003 (fifsl three columns) or no record n{ a public derogatory event 
(second three columns). The proportion of individuals who subsequenUy had a record of a public bankaiptcy filing is 042 and the proportion of 
individuals who subsequently had a record of a public derogatory event is .063. 

Coefficients indicate marginal effects * significant at 10%; ** significant at 5%; **' significant at l% 
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Table 19: Predicting Likelihood of Actual Bankruptcy Filings and 
Public Derogatory Events Based on Credit Bureau Data and 
Counseling Event (Probit Model) 


Counseling group indicator 

Bankruptcy 

Event 

0,0414*** 

Derogatory 

Event 

0.0510*“ 

Bankruptcy risk score (in 100s) 

(67.94) 

-0.0041*** 

(59.35) 

-0.0064*** 

Bankruptcy score in bottom 10% of combined sample 

(34.41) 

-0.0038*** 

(33.79) 

-0.0051*** 

Bankruptcy score in top 10% of combined sample 

(10.20) 

-0.0072*** 

(7.31) 

-0.0052** 

Delinquency risk score (in 100s) 

(3.84) 

0.0012*** 

(2.29) 
-0.0061 ••* 

Delinquency score in bottom 10% of combined sample 

(4.27) 

-0.0011** 

(12,77) 

-0.0011 

Delinquency score in top 107 q of combined sample 

(2.10) 

-0.0099*** 

(1.24) 

-0,0139*** 

Total number of trades with balance > 0 

(8.16) 

0.0005“* 

(7.55) 

0.0005*** 

Total balance, non-mortgage trades (in 10.000s) 

(8,45) 

0.0003*** 

(4.71) 

0.0005*** 

Total balance, mortgages (in 10,000s) 

(9,44) 

-0,0000* 

(9.21) 

0,0001*** 

Number of bankcard trades 

(1.73) 

0.0002*** 

(3,80) 

0.0005*** 

Proportion of bankcard trades with balance over 50% of limit 

(5,97) 

0.0045*** 

(8.05) 

0,0064*** 

Number of non-inst trades over 50 % of limit 

(7.20) 

0.0005*** 

(6.23) 

0.0008*** 

Number of trades 30 or more days past due in last 18 mths 

(5.41) 

-o.ooor* 

(4.84) 

0.0001 

Number of currently past due balances 

(2.09) 

0.0013*** 

(0.51) 

0.0022*** 

Number of inquiries in last 6 months 

(10.82) 

0.0007*** 

(9.71) 

0.0012*** 

Highest retail credit limit (in 1,000s) 

(12.06) 

0.0004*** 

(12.40) 

0.0006*** 

Number of Observations 

(5.12) 

301492 

(4.62) 

276865 


Samples are resticted to clients that had no record of a public bankruptcy filing in 2003 (column 1 ) or 
no record of a public derogatory event (column 2). The proportion of individuals who subsequently 
had a record of a public bankruptcy filing is .042 and the proportion of individuals who subsequently 
had a record of a public derogatory event is .063. 

Coefficients indicate marginal effects; * significant at 10%; ** significant at 5%; *** significant at 1% 
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Table 20: Predicting Subsequent Delinquency and Bankruptcy Risk Scores Based on 
Credit Bureau Data and Counseling Event (OLS Model) 


Counseling group indicator 
Bankruptcy risk score {in 100s) 

Bankruptcy score in bottom 107a of combined sample 
Bankruptcy score in top 107o of combined sample 
Delinquency risk score (in 100s) 

Delinquency score in bottom 10% of combined sample 
Delinquency score in top 107o of combined sample 
Total number of trades with balance > 0 
Total balance, non-mortgage trades (in 10,000s) 

Total balance, mortgages (in 10,000s) 

Number of bankcard trades 

Proportion of bankcard trades with balance over 507o of limit 

Number of non-inst trades over 50 % of limit 

Number of trades 30 or more days past due in last 18 mths 

Number of currently past due balances 

Number of inquiries in last 6 months 

Highest retail credit limit (in 1 OOOs) 

Constant 

Number of Observations 


Subsequent 


Subsequent 


Delinquency 


Bankruptcy 


Risk Score: 


Risk Score: 


Sample with 


Sample with 


initial no 


initial no 


public 

Delinquency 

public 

Bankruptcy 

derogatory in 

Risk Score: 

derogatory in 

Risk Score; 

2003 

Full Sample 

2003 

Full Sample 

-0.1674“* 

-0.1557“* 

-0.5502“* 

-0.4426*** 

(45.85) 

(48.37) 

(56.53) 

(52,07) 

0.0428*“ 

0.0444“* 

0.5776*** 

0,5957*“ 

(50.99) 

(59.66) 

(258,10) 

(303.03) 

0.0425*“ 

0,0452*** 

0.0819*** 

0,0052 

(8.01) 

(10.97) 

(5.79) 

(0.48) 

-0.0201*** 

-0.0221*“ 

0.2388*“ 

0,2059“* 

(4.91) 

(5.50) 

(21.88) 

(19.42) 

0 8076*** 

0.8072*** 

0.5747*“ 

0.5810“* 

(395,93) 

(424.57) 

(105.66) 

(115.75) 

0.0366“* 

0.0488*** 

-0.0230 

0 0767“* 

(6.68) 

(10.86) 

(1.57) 

(6.47) 

-0.0136*“ 

-0.0140*** 

-0.1590*** 

-0.1630“’ 

(3.35) 

(3.48) 

(14.63) 

(15.31) 

0.0042“* 

0.0042“* 

-0,0452*** 

-0.0405“' 

(7 58) 

(7.95) 

(30.37) 

(29.18) 

0.0043“* 

0.0040*“ 

0,0070*** 

0.0072*“ 

(14.51) 

(14.35) 

(8.81) 

(9,73) 

0.0021“* 

0,0022“* 

0.0028*“ 

0.0032*“ 

(17.39) 

(18,82) 

(8.51) 

(10,52) 

00066“* 

0.0072“* 

-0.0120“* 

-0,0151*“ 

(23.85) 

(27.82) 

(16,22) 

(22,02) 

-0.0333“* 

-0.0333*“ 

-0 2337'“ 

-0.2173*“ 

(6.82) 

(7.48) 

(17,92) 

(18,50) 

•0 0238*** 

-0.0247*** 

-0,0341“* 

-0,0303“* 

(24.33) 

(27,32) 

(13,07) 

(12.67) 

-0.0019“ 

-0.0021*“ 

0.0133*“ 

0.0065“* 

(2.18) 

(2.90) 

(5,81) 

(3,38) 

0.0014 

0,0052**’ 

0.0484“* 

0,0618“* 

(082) 

(3,60) 

(10.91) 

(16.24) 

-0 0059*“ 

-0.0065*** 

-0,0102*** 

-0.0084*“ 

(9.62) 

(12,02) 

(6,18) 

(5,91) 

0-0076*“ 

0.0081“* 

0,0129“* 

0,0143“* 

(14.33) 

(15.64) 

(9.13) 

(10.45) 

1.1455“" 

1,1307*** 

-1.4133“* 

-1.6092“* 

(83.70) 

(90,03) 

(38.73) 

(48.96) 

276865 

323887 

276865 

323887 


Samples in columns 1 and 3 are resticfed, respectively, to clients that had no record of a public bankruptcy filing in 2003 or no 
record of a public derogatory event. Samples in columns 2 and 4 are for the full sample. 

Coefficients indicate marginal effects; ‘ significant at 107o; ** significant al 57o; *** significant at 1 7o 
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Section IV': Predictors of Choice of Delivery Channel 

Keeping in mind that the credit burcati information available around the time ofcounseling has 
yet to reflect the financial problems experienced by many clients, this section examines whether 
such observable variables are associated with counseled clients’ choice of delivery channel. To 
perfomi this analysis, \vc consider a sample restricted to the five agencies that, according to 
Table 2, provided reasonably large samples of individuals counseled both by telephone and in 
person. These agencies were A, C, D, G, and H. 

Table 2 1 reports the results of a Probit analysis for these agencies, restricting our analysis to 
individuals who used either telephone or face-to-face. These results indicate that individuals 
seeking with the highest bankruptcy and/or delinquency scores tend to be less likely to seek face- 
to-face counseling. Also, individuals with delinquency risk scores in the bottom decile of the 
sample are more likely than others to use face-to-face counseling. With regard to other credit 
bureau variable.s, individuals with more accounts with positive balances, larger mortgage 
balances, but few'er bank cards and less unsecured debt are more likely to seek face-to-face 
counseling. Finally, counselors involved in facc-to-face services tend to be more experienced. 
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Table 21: Determinants of Face-to-Face Counseling Channel; 
Alternative is Telephone (Probit Model) 



Base specification 

Include additional 


with only bureau 

variables obtained 


variables 

during counseling 

Bankruptcy risk score (in 100s) 

-0.0055’* 

-0.0059“ 


(2.16) 

(2.26) 

Bankruptcy score in bottom 10% of combined sample 

0.0097 

0.0077 


(1.11) 

(0.86) 

Bankruptcy score in top 10% of combined sample 

-0.1346*** 

-0.1565“* 


(3.18) 

(3.83) 

Delinquency risk score (in 100s) 

-0.0059 

-0.0003 


(0.92) 

(0.05) 

Delinquency score in bottom 10% of combined sample 

0.0461*** 

0,0363“* 


(3.98) 

(3,07) 

Delinquency score in top 10% of combined sample 

-0 0985** 

-0.1162“* 


(2 37) 

(2.88) 

Total number of trades with balance > 0 

0.0075*** 

0.0059“* 


(5.25) 

(4.05) 

Total balance, non-mortgage trades (in 10,000s) 

-0.0011 

0.0015 


(0.99) 

(1.31) 

Total balance, mortgages (in 10.000s) 

0.0003 

0.0013*** 


(0.62) 

(2,58) 

Number of bankcard trades 

-0.0056*** 

-0.0039*** 


(6.61) 

(4,52) 

Proportion of bankcard trades with balance over 50% of limit 

-0.0274** 

-0.0089 


(2,04) 

(0.65) 

Number of non-inst trades over 50 % of limit 

0.0022 

0,0016 


(1,06) 

(0.76) 

Number of trades 30 or more days past due in last 18 mths 

0.0005 

0.0003 


(0.35) 

(0.21) 

Number of currently past due balances 

0.0016 

0.0009 


(0.66) 

(0.35) 

Number of inquiries in last 6 months 

0,0018 

0.0015 


(1.44) 

(1.14) 

Highest retail credit limit (in 1.000s) 

-0,0015 

-0.0011 


(0.86) 

(0.62) 

Counseling interview: Number of unsecured creditors 


0,0030*** 

(3,89) 

Counseling inten/iew: Total unsecured debt in 51.000 


-0.0011*** 

(8.63) 

Log of counselor experience (in months) 


0.2061*** 

(42,83) 

Number of Observations 

29537 

29537 


Analysis restricted to five agencies that offer significant counseling services by phone and in person. 
Excluded from our analysis are individuals counseled using the internet. Not reported are variables 
indicating missing values for data obtained during the counseling session as wei! as agency-identifier 
variables. Only individuals who had no public record of bankruptcy filings in 2003 are included in the 
sample. Dummy variables indicating the agency were included. 

Coefficients indicate marginal effects; * significant at 10%; ** significant at 5%: *** significant at 1% 
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Section V: Counseling Delivery Methods and Outcomes 

This section provides various tests of the effect of counseling channel on the clients’ credit 
profile two years later. Because Internet counseling was not consistently defined across agencies 
in 2003 (e.g., some offered online intake of client financial information but did not classify that 
as Internet counseling) wc limit the analysis to individuals who had an initial counseling .session 
cither over the phone or in person. VVe also restrict the sample to individuals who had no record 
of bankruptcy filing in their credit report at the time of counseling. 

For this group, there arc two potential samples to consider. One sample includes all agencies, 
including those that specialize in one type of delivery or the other. Most consumers have a 
meaningful choice of delivery options because they have two or more counseling agencies from 
which to choose. It is possible that consumers express a preference for a delivery channel by 
their selection of a counseling agency that specializes predominantly in telephone counseling (3 
agencies in our sample) or in face-to-face counseling (2 agencies). However, while telephone 
counseling is available and advertised nearly everywhere in the U.S., not all communities have 
face-to-face counseling options locally or within a short driving distance. Consequently, we 
utilize a second santpic that includes only the five agencies that offered clients a choice of 
delivery channel and a significant proportion of clients enrolled in each channel. By focusing on 
these five agencies, wc reduce the concern of sample bias due to selection of an agency based on 
its specialization in a specific delivery channel, and the consumer’s preference for that channel 

Tables 22 through 24 display the results of Probit models that predict, respectively, the incidence 
of bankruptcy during the two years following counseling; the client’s bankruptcy risk score 
measured at a point two years after counseling, and the clients' delinquency risk score measured 
at a point two years after counseling. Together these provide three distinct measures of post- 
counseling credit experience. For each of these tables, we report an "A" version that utilizes the 
full sample of agencies and a "B" version that is restricted to the five agencies that offered clients 
a choice of delivery channel and had a significant percent of their clients in either channel. 

To identify potential determinants of bankruptcy filings. Table 22 reports Probit model 
estimation results under various specifications. The first column in Table 21 (A and B) adopts a 
specification that reties only on credit bureau variables, including risk scores. This provides a 
base-line result. The second column adds a variable to indicate if the counseling was done in 
person. The third column adds additional variables captured during the counseling interview, 
including the number of unsecured creditors, .size of unsecured debt, and experience of the 
counselor, in months (log form). 

Focusing on the third column of Tabic 22A, note that many of the variables arc significant in the 
expected direction (e.g., higher bankruptcy risk score in 2003 is associated with lowcr 
hankruptcy incidence after counseling). As for the impact of the counseling delivety channel, 
note that among individuals who otherwLse appear identical in terms of credit bureau variables 
(i.c., controlling for credit bureau characteristics), the client who experiences an in-person 
counseling session is more likely to file for bankruptcy during the two years following the initial 
counseling session. Also note that an increase in the counselor's experience docs reduce the 
subsequent likelihood of a bankaiptcy filing. 
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Tables 23A and 23B consider the same variable specifications as Table 22A and 22B, but adopt 
as the dependent variable the individual's bankruptcy risk score in 2005, as opposed to the actual 
bankruptcy incidence between 2003 and 2005 that is modeled in Table 22. In other words. 
Tables 23A and 23B model the impact of the included variables on one measure ofthe client's 
future creditworthiness, namely the client’s risk of future bankruptcy at a point two years out 
from counseling as indicated by their bankruptcy risk score at that time. Table 24A and 24B arc 
similar to Tables 23A and 23B, but use the client's delinquency risk score in 2005 as the 
dependent variable. 

For the full specification (third column) in Tables 23A and 24A, the effect of "face-to-face” 
counseling sessions is not statistically significant with respect to the subsequent bankruptcy risk 
score, but in-person counseling sessions do appear to be associated with a higher subsequent 
delinquency risk score. ^ As noted earlier, these results for the full sample often agencies are 
similar to ones obtained when the sample is restricted to agencies that offered significant levels 
of both types of counseling (compare Tables 23A and 24A to Tables 23B and 24B, respectively). 


The latter result is significant only at (he 10% level. 
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Table 22A: Effect of Counseling Channel (Telephone versus In Person) on the 
Likelihood of Bankruptcy During Two Years Following Counseling Event (Probit 

Model) 


Bankruptcy risk score (in 100s) 

Bankruptcy score in bottom 10% of combined sample 
Bankruptcy score in top 10% of combined sample 
Delinquency risk score (in IQOs) 

Delinquency score in bottom 10% of combined sample 
Delinquency score in top 10% of combined sample 
Total number of trades with balance > 0 
Total balance, non-mortgage trades (in 10,000s) 

Total balance, mortgages (in 10.000s) 

Number of bankcard trades 

Proportion of bankcard trades with balance over 50% of limit 

Number of non-inst trades over 50 % of limit 

Number of trades 30 or more days past due in last 18 mths 

Number of currently past due balances 

Number of inquiries in last 6 months 

Highest retail credit limit (in 1.000s) 

Counseling in person (ailernative is telephone) 

Counseling Interview: Number of unsecured creditors 
Counseling interview: Total unsecured debt in SI .000 
Log of counselor experience (in months) 

Number of Observations 


Full Sample (Ten Agencies) 



include variable 

Include 

additional 

Base 

indicating 

variables 

specification: 

counseling 

obtained during 

only bureau 

delivery channel 

counseling 

variabies 

was in person 

session 

-0.0239“* 

-0,0239*** 

-0.0230*** 

(15,57) 

(15.56) 

(14.98) 

-0.0192‘“ 

-0.0193*“ 

-0.0192*** 

(3.93) 

(3.94) 

(3,91) 

-0.1196‘“ 

-0.1188** 

-0,1182“ 

(2.60) 

(2.56) 

(2.56) 

0.0368“* 

0.0368“* 

0 0341”* 

(10.09) 

(10.09) 

(9.28) 

0.0211*“ 

0.0207*** 

0.0169** 

(3.00) 

(2.94) 

(241) 

-0.1112*“ 

-0.1107“* 

-0.1064“* 

(3.33) 

(3.30) 

(3.13) 

0 0042“* 

0.0042*** 

0 0043“* 

(5 54) 

(5.48) 

(5.55) 

0.0058“* 

0.0058*“ 

0.0049“* 

(10.83) 

(10.84) 

(8.97) 

0.0001 

0.0001 

-0.0004 

(0.57) 

(0.56) 

(1,45) 

0.0008* 

0,0009* 

0.0003 

(1.85) 

(1,94) 

(0,73) 

0 0041 

0,0043 

0.0017 

(0.53) 

(0.56) 

(0,23) 

0 0042*** 

0,0042“* 

0,0033*** 

(3,98) 

(3.96) 

(3,07) 

-0.0039*** 

-0 0039*** 

-0.0041’“ 

(487) 

(4.88) 

(511) 

0,0131“* 

0.0131*“ 

0,0128“* 

(9.79) 

(9.78) 

(9,61) 

00073*“ 

0.0073*“ 

0,0073“* 

(11 52) 

(11,51) 

(11.59) 

00031*** 

0.0031*“ 

0,0025“* 

(3.33) 

(3.34) 

(2,70) 


0.0131’* 

0,0176*** 


(2.54) 

(3,28) 

49046 

4904B 

0 0019“* 
(3,77) 
0.0006*“ 
(8.26) 
-0.0044* 

(1 71) 

49046 


Excluded from our analysis are individuals counseled using the internet. Control variables for the individual agencies as 
well as variables indicating missing values for data obtained during the counseling session are included in the analysis but 
not reported. Only individuals who had no public record of bankruptcy filings in 2003 are included in the sample. 

Coefficients indicate marginal effects; * significant at 10%; ** significant at 5%; *'* significant at 1% 


34 


VerDate Nov 24 2008 


14:36 May 25, 2010 Jkt 056473 PO 00000 Frm 00388 Fmt 6e 


Sfmt 6633 S:\GPO\HEARINGS\56473.TXT SJUD1 


PsN: CMORC 



383 


Table 22B: Effect of Counseling Channel (Telephone versus In Person) on the 
Likelihood of Bankruptcy During Two Years Following Counseling Event - 
Restriced Set of Agencies (Probit Model) 


Bankruptcy risk score (in 100s) 

Bankruptcy score in bottom 10% of combined sample 
Bankruptcy score in top 1 0% of combined sample 
Delinquency risk score (in 100s) 

Delinquency score in bottom 10% of combined sample 
Delinquency score in top 10% of combined sample 
Total number of trades with balance > 0 
Total balance, non-mortgage trades (in 10.000s) 

Total balance, mortgages (in 10,000s) 

Number of bankcard trades 

Proportion of bankcard trades with balance over 50% of limit 

Number of non-inst trades over 50 % of limit 

Number of trades 30 or more days past due in last 18 mths 

Number of currently past due balances 

Number of inquiries in fast 6 months 

Highest retail credit limit (in 1,000s) 

Counseling in person (alternative is telephone) 

Counseling Interview; Number of unsecured creditors 
Counseling interview: Total unsecured debt in $1,000 
Log of counselor experience (in months) 

Number of Observations 


Restricted Sample (Five Agencies) 

Include 

Include variable additional 

Base 

indicating 

variables 

specification: 

counseling 

obtained during 

only bureau 

delivery channel 

counseling 

variables 

was in person 

session 

-0.0246*** 

-0.0246“* 

-0.0239*“ 

(12.18) 

(12.16) 

(11.82) 

-0.0130** 

-0.0131“ 

-0.0128* 

(1 99) 

(2,01) 

(1.96) 

-o.i3ir* 

-0,1303** 

-0.1294** 

(2.30) 

(2.27) 

(2.26) 

0 0412’** 

0.0411*’* 

0.0403*** 

(8.50) 

(8.50) 

(8.28) 

0.0266*** 

0.0258“* 

0.0223“ 

(282) 

(2.74) 

(2 37) 

-0.1235*** 

-0.1229*“ 

-0.1209’** 

(3.06) 

(3,04) 

(2.97) 

0.0032*“ 

0.0031“* 

0.0028*“ 

(318) 

(3.10) 

(2.78) 

0 0068**' 

0.0068*** 

0.0062“* 

(9.67) 

(9,68) 

(8.59) 

-0,0001 

-0.0002 

-0 0005 

(045) 

(0.47) 

(1,54) 

0.0001 

0.0002 

-0,0003 

(017) 

(0.29) 

(0,54) 

0.0148 

0.0153 

0.0138 

(146) 

(1,51) 

(1 36) 

0 0058*** 

0,0058“* 

0,0045“* 

(4.07) 

(4,04) 

(3.09) 

-0.0029”* 

-0.0029“* 

-0 0033“* 

(2 68) 

(2.70) 

(3,05) 

0.0111*“ 

0,0110*“ 

0.0108“* 

(6.24) 

(6,23) 

(6.13) 

0 0069“* 

0.0069*“ 

0.0070“' 

(7-78) 

(7.76) 

(7 86) 

0.0023’ 

0.0023* 

0 0019 

(1.93) 

(1.94) 

0.0130“ 

(2.54) 

(1 54) 
0.0172‘“ 
(3.22) 


0.0026’-* 

(471) 

0.0003*** 

(4.53) 

-0.0048* 

(1.71) 

27047 27047 27047 


The analysis is restricted to the five agencies that offer significanl counseling services by phone and in person. Excluded 
from our analysis are individuals counseled usirig the internet Control variables for the individual agencies as well as 
variables indicating missing values for data obtained during the counseling session are included in the analysis but not 
reported. Only individuals who had no public record of bankruptcy filings in 2003 are included in the sample. 

Coefficients indicate marginal effects; * significant at 10%; ** significant at 5%; *** significant at 1% 
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Table 23A: Effect of Counseling Channel (Telephone versus In Person) on 
Bureau Bankruptcy Risk Score Two Years Following Counseling Event 
(Ordinary Least Squares) 


Bankruptcy risk score (in 100s) 

Bankruptcy score in bottom 10% of combined sample 
Bankruptcy score in top 10% of combined sample 
Delinquency risk score (in 100s) 

Delinquency score in bottom 10% of combined sample 
Delinquency score in top 10% of combined sample 
Total number of trades with balance > 0 
Total balance, non-mortgage trades (in 10,000s) 

Total balance, mortgages (in 10,000s) 

Mumber of bankcard trades 

Proportion of bankcard trades with balance over 50% of limi 

Number of non-inst trades over 50 % of limit 

Number of trades 30 or more days past due in last 18 mlhs 

Number of currently past due balances 

Number of inquiries in last 6 months 

Highest retail credit limit (in 1,000s) 

Counseling in person (alternative is telephone) 

Counseling Interview: Number of unsecured creditors 
Counseling interview; Total unsecured debt in $1,000 
Log of counselor experience (in months) 

Number of Observations 


Full Sample (Ten Agencies) 



Include variable 

Include 

additional 

Base 

indicating 

variables 

specification: 

counseling 

obtained during 

only bureau 

delivery channel 

counseling 

variables 

was in person 

session 

0.3637*" 

0.3637*** 

0.3610*" 

(55.11) 

(55,11) 

(54.67) 

-0.0783*" 

-0.0783*" 

-0.0806*" 

(3.35) 

(3.35) 

(3.45) 

1.2693*" 

1.2697*" 

1.2481*** 

(9.50) 

(9.50) 

(9.35) 

0.4733*" 

0.4733"* 

0.4721*" 

(20.30) 

(28.30) 

(28,06) 

-0.0430 

-0.0431 

-0.0290 

(1.40) 

(1.41) 

(0.95) 

0.7682"* 

0.7686*** 

0,7402*** 

(5.96) 

(5,96) 

(5.74) 

•0.0045 

-0.0045 

-0.0021 

(1-21) 

(1.22) 

(0,56) 

0.0052* 

0.0052* 

0.0059** 

(1.88) 

(1.88) 

(2.10) 

0.0068*** 

0.0068*** 

0,0074"* 

(5,35) 

(5.35) 

(5.69) 

-0.0166*" 

-0.0166*" 

-0,0154*" 

(7.53) 

(7.53) 

(6.93) 

-0,1190"* 

-0.1189*** 

■0.1137"’ 

(3 41) 

(3.41) 

(3.26) 

■0,0800*" 

-0.0800*" 

-0.0743"* 

(15,38) 

(15.39) 

(14.23) 

0.0263*** 

0.0263*" 

0.0281’" 

(6.95) 

(6.95) 

(7.44) 

-0.0183"* 

-0.0183*** 

GO 

O 

o 

(2.83) 

(2.83) 

(2.80) 

-0.0170"* 

-0.0170*’* 

-0.0173"* 

(5.42) 

(5.42) 

(5.52) 

0.0070 

0.0070 

0.0081' 

(1,54) 

(1.54) 

(1,79) 


0.0034 

-0-0086 


(0.15) 

(0.36) 

49046 

49046 

-0.0216"* 

(8.80) 

-0.0007* 

(1,84) 

0.0086 

(0.73) 

49046 


We exclude from our analysis individuals counseled uang the internet. Control variables for the individual agencies as 
well as variables indicating missing values for data obtained during the counseling session are included in the analysis 
but not reported. Only individuals who had no public record of bankruptcy filings in 2003 are included in the sample. 

Coefficients indicate marginal effects: * significant at 10%; ** significant at 5%: significant at 1% 
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Table 23B: Effect of Counseling Channel (Telephone versus In Person) on 
Bureau Bankruptcy Risk Score Two Years Following Counseling Event - 
Restriced Set of Agencies (Ordinary Least Squares) 


Bankruptcy risk score (in iOQs) 

Bankruptcy score in bottom 10% of combined sample 
Bankruptcy score in top 10% of combined sample 
Delinquency risk score (in 100s) 

Delinquency score in bottom 10% of combined sample 
Delinquency score in top 10% of combined sample 
Total number of trades with balance > 0 
Total balance, non-mortgage trades (in 10.000s) 

Total balance, mortgages (in 10.000s) 

Number of bankcard trades 

Proportion of bankcard trades with balance over 50% of limi 

Number of non-inst trades over 50 % of limit 

Number of trades 30 or more days past due in last 18 mths 

Number of currently past due balances 

Number of inquiries in last 6 months 

Highest retail credit limit (in 1,000s) 

Counseling in person (alternative is telephone) 

Counseling Interview; Number of unsecured creditors 
Counseling interview: Total unsecured debt in $1 ,000 
Log of counselor experience (in months) 

Number of Observations 


Restricted Sample (Five Agencies) 

Include 

Include variable additional 

Base 

indicating 

variables 

specification: 

counseling 

obtained during 

only bureau 

delivery channel 

counseling 

variables 

was in person 

session 

0.3777"* 

0.3777*** 

0.3740*" 

(42.26) 

(42.26) 

(41.85) 

-0.1207*** 

-0.1207*** 

-0.1245*" 

(3.74) 

(3,74) 

(3.87) 

1.3850**’ 

1.3858*** 

1,3670"* 

(9 09) 

(9.09) 

(8.98) 

0.4832*** 

0,4832*** 

0.4777*" 

(21.22) 

(21.22) 

(20,90) 

-0 0467 

-0.0469 

-0,0298 

(1.11) 

(1.11) 

(0.71) 

0 5488*** 

0.5494*** 

0.5339*" 

(3.71) 

(3.71) 

(3.61) 

-0 0055 

-0.0055 

-0.0013 

(1 10) 

(1 10) 

(0.26) 

0.0016 

0.0016 

-0.0014 

(044) 

(0.44) 

(0,38) 

0 0061*** 

0.0061*" 

0.0064*" 

(361) 

(3.61) 

(3.71) 

-0.0131'** 

-0,0131’** 

-0 0115*" 

(4.38) 

(4,37) 

(3,82) 

-0.2048*** 

-0,2046*** 

-0.1987*" 

(434) 

(4,34) 

(4,21) 

-0.0817*'* 

-0 0817*** 

-0.0729*" 

(11.35) 

(11.36) 

(10.06) 

0 0246'" 

0,0246'" 

0.0279"* 

(4.73) 

(4.72) 

(5.36) 

-0,0114 

-0,0114 

-0,0114 

(1 28) 

(1.28) 

(1 28) 

-0,0137*’’ 

-0 0137"* 

-0,0143*" 

(3 00) 

(3.00) 

(3.14) 

0 0042 

0.0042 

0 0055 

(0,70) 

(0 70) 

0 0052 
(0.21) 

(0.91) 

-0.0150 

(0.59) 


-0 0220 **’ 
(7.80) 
-0,0003 
(0.83) 
0.0108 
(0.82) 

27047 27047 27047 


The analysis is restricted to the five agencies that offer significant counseling services by phone and in person. 
Excluded from our analysis are individuals counseled using the internet. Control variables for the individual agencies 
as well as variables indicating missing values for data obtained during the counseling session are included in the 
analysis but not reported. Only individuals who had no public record of bankruptcy filings in 2003 are included in the 
sample. 

Coefficients indicate marginal effects; * significant at 10%: ^ significant at 5%; *** significant at 1% 
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Table 24A: Effect of Counseling Channel (Telephone versus In Person) on 
Bureau Delinquency Risk Score Two Years Following Counseling Event 
(Ordinary Least Squares) 


Bankruptcy risk score (in 100s) 

Bankruptcy score in bottom 10% , of combined sample 
Bankruptcy score in top 10% of combined sample 
Delinquency risk score (in 100s) 

Delinquency score in bottom 10% of combined sample 
Delinquency score in lop 10% of combined sample 
Total number of trades with balance > 0 
Total balance, non-mortgage trades (in 10,000s) 

Total balance, mortgages (in 10.000s) 

Number of bankcard trades 

Proportion of bankcard trades with balance over 50% of limi 

Number of non-inst trades over 50 % of limit 

Number of trades 30 or more days past due in last 18 mths 

Number of currently past due balances 

Number of inquiries in last 6 months 

Highest retail credit limit (in 1,000s) 

Counseling in person (alternative is telephone) 

Counseling interview; Number of unsecured creditors 
Counseling interview; Total unsecured debt in S1.000 
Log of counselor experience (in months) 

Number of Observations 


Full Sample (Ten Agencies) 

Include 

Include variable additional 

Base 

indicating 

variables 

specification: 

counseling 

obtained during 

only bureau 

delivery channel 

counseling 

variables 

was in person 

session 

0.0422*** 

0.0422*** 

0.0423*** 

(15.32) 

(15.33) 

(15.33) 

0.0180* 

0.0181* 

0,0167* 

(1-85) 

(1 85) 

(1,72) 

0.3249*** 

0,3274*** 

0.3241*** 

(5.83) 

(5 87) 

(5 81) 

0.6129*** 

0.6130*** 

0.6080*'* 

(87.76) 

(87.77) 

(86 51) 

-0.0241* 

-0.0246* 

-0.0207 

(1.89) 

(1 92) 

(1,62) 

0.2209*** 

0.2228*** 

0.2235*** 

(4.10) 

(4.14) 

(4.15) 

0.0005 

0.0004 

0.0018 

(0.30) 

(0,26) 

(1.18) 

0.0128*** 

0.0128*** 

0.0116*** 

(11.13) 

(11.14) 

(9.91) 

0.0045*** 

0.0045*** 

0,0042'** 

(8.52) 

(8.52) 

(7.73) 

0.0158*** 

0.0159*** 

0,0156*** 

(17,16) 

(17,21) 

(16,75) 

0.0706*** 

0.0709**' 

0,0677'** 

(4.85) 

(4 87) 

(4.64) 

-0.0243*** 

-0,0243*** 

-0,0230*** 

(11,20) 

(11.21) 

(10,52) 

0,0057*** 

0,005/*** 

0,0064*** 

(3.63) 

(3,63) 

(4,07) 

-0.0208*** 

-0,0208*** 

-0.0209*** 

(7.69) 

(7,70) 

(7,74) 

-0-0128*** 

-0,0128**" 

•0,0128*** 

(9.82) 

(9,82) 

(9.81) 

0.0168*** 

0,0168*** 

0.0164*** 

(8.85) 

(8.85) 

0,0175* 

(1,79) 

(8.59) 

0.0212** 

(2.08) 

-0.0088"* 

(8.57) 

0.0007*** 

(4,35) 

-0.0027 

(0.56) 

49046 

49046 

49046 


We exclude from our analysis individuals counseled using the internet. Control variables for the individual agencies as 
well as variables indicating missing values for data obtained during the counseling session are included in the analysis 
but not reported. Only individuals who had no public record of bankruptcy filings in 2003 are included in the sample. 

Coefficients indicate marginal effects; * significant at 10%; ** significant at 5%; significant at 1% 
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Table 24B: Effect of Counseling Channel (Telephone versus In Person) on 
Bureau Delinquency Risk Score Two Years Following Counseling Event - 
Restricted Set of Agencies (Ordinary Least Squares) 

Restricted Sample (five Agencies) 

Include 

Include variable additional 


Bankruptcy risk score (m 100s) 

Bankruptcy score in bottom 10% of combined sample 
Bankruptcy score m top 10% of combined sample 
Delinquency risk score (in lOQs) 

Delinquency score in bottom 10% of combined sample 
Delinquency score in top 10% of combined sample 
Total number of trades with balance > 0 
Total balance, non-mortgage trades (in 10,000s) 

Total balance, mortgages (in 10.000s) 

Number of bankcard trades 

Proportion of bankcard trades with balance over 50% of limi 

Number of non-inst trades over 50 % of limit 

Number of trades 30 or more days past due in last 18 mlhs 

Number of currently past due balances 

Number of inquiries in last 6 months 

Highest retail credit limit (in 1,000s) 

Counseling in person (alternative is telephone) 

Counseling Interview: Number of unsecured creditors 
Counseling interview; Total unsecured debt in $1 .000 
Log of counselor experience (in months) 

Number of Observations 


Base 

indicating 

variables 

specification: 

counseling 

obtained during 

only bureau 

delivery channel 

counseling 

variables 

was in person 

session 

0.0468'"' 

0,0468"* 

0.0463*" 

(12.81) 

(12.83) 

(12.69) 

0.0138 

0.0139 

0.0122 

(1.05) 

(1.05) 

(0.93) 

0.3519"* 

0.3543*" 

0.3536*" 

(5.65) 

(5.69) 

(5.68) 

0.6102'" 

0,6103"' 

0.6054"* 

(65.61) 

(65 62) 

(64,79) 

-0.0345" 

-0.0353" 

-0.0284* 

(2 01) 

(2 06) 

(1,65) 

0 2096"* 

0.2114*" 

0.2150"* 

(3.47) 

(3 50) 

(3.56) 

00005 

0 0004 

0.0024 

(0 26) 

(0.20) 

(1.15) 

0-0125*" 

0.0125"* 

0.0113"' 

(819) 

(8.20) 

(7.23) 

0.0042"* 

0.0042'" 

0,0038*" 

(6,10) 

(6 10) 

(5.39) 

0.0163"* 

0.0164*" 

0,0164*" 

(13.37) 

(13.42) 

(13,39) 

0.0304 

0.0309 

0.0278 

(1 58) 

(1.60) 

(1.44) 

-0.0242'" 

-0,0243"* 

-0.0213'" 

(8 25) 

(8.27) 

(7.18) 

0.0047" 

0,0047" 

0,0059"* 

(2.22) 

(2.21) 

(2 78) 

-00193'" 

■0,0193’" 

-0 0194"* 

(5.30) 

(5,31) 

(5 34) 

-0.0102**' 

-0,0102*" 

-0.0103*** 

(5.48) 

(5.49) 

(5,52) 

0,0134"* 

0,0135"' 

0 0133'" 

(5.46) 

(5-47) 

0.0173' 

(1.74) 

(5 42) 

0 0192* 
(1,85) 
-0,0090"* 
(7.83) 
0.0005"* 
(2.76) 
-0.0038 
(0,70) 

27047 

27047 

27047 


The analysis is restricted to the five agencies that offer significant counseling services by phone and in person. 
Excluded from our analysis are individuals counseled using the internet. Control variables for the individual agencies 
as welt as variables indicating missing values for data obtained during the counseling session are included in the 
analysis but not reported. Only individuals who had no public record of bankruptcy filings in 2003 are included in the 
sample. 

Coefficients indicate marginal effects; * significant at 10%; significant at 5%, **’’ significant at 1% 
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1. The predictive value oj the counselor’s recommendation 


The previous models assume that risk scores and other credit bureau infonnation, supplemented 
with eounscling interview data, are sulTicient to identify factors other than eounscling that eould 
affeet subsequent bankruptcy experience and fliture risk scores. However, we have additional 
information on the financial situation of the individual seeking counseling that can be 
summarized hy the counselor’s outcome recommendation. Insights gained through the 
counseling interview presumably convey at least some of the client’s private infonnation about 
financial circumstances that is not otherwise observable through credit report data. Presumably, 
that infonnation would innucncc the counselor’s recommended plan of action. 

To see if such information is important. Table 25 adds to the specification in Tables 22A, 23A, 
and 24A (third columns) “evaluation” variables that indicate the recommendation of the 
counselor. The counselor can recommend a debt management plan (DMP), financial 
counseling/rcferral, or that the individual can scif-manage the situation. Cases in the excluded 
recommendation category arc those for which a recommendation was missing in the database, 
sometimes due to an incomplete session. We also include two additional variables indicating 
whether a DMP was actually started. One variable identifies cases where a DMP w'as 
recommended and started, and the second variable identified cases in which a DMP was not 
recommended, but was started anyway (perhaps as a result of a change in the client's situation). 

The counselor’s recommendation docs indeed convey information not otherwise observable 
through the credit report variables. Perhaps not surprisingly, individuals who arc considered 
capable of self-management fare best in terms of the lowest incidence of a bankruptcy filing and 
the highest risk scores (both bankruptcy and delinquency risk scores) by 2005. Interestingly, 
clients for whom the counselor recommends a DMP. and who actually start payments on a plan, 
have a significantly lower incidence of bankruptcy and higher risk scores two years later. Those 
who fare worst are individuals who arc referred to other agencies or services (including legal 
services), consistent with the identification of problems sufficiently serious to need other 
assistance. 

Controlling for the different circumstances of individuals as reflected in different coumsclor 
recommendations, it remains the case that face-to-faco clients have, at be.st, no statistically 
significant difference in outcome from telephone clients (delinquency risk score in 2005), and in 
terms of bankruptcy incidence and subsequent bankruptcy risk, in-person clients fare worse than 
those who received telephone counseling. Additional specifications that also included 
geographic controls (namely, variables indicating the state of residence of the individual) provide 
the same results. 

Some exploratory analysis was conducted to consider separately each of the five agencies that 
offered substantial counseling both by telephone and in person. This analysis is confidential, for 
the agencies are not pooled. The analysis indicates that the result that clients coun.selcd in- 
person were more likely to declare bankruptcy during the subsequent two years was found in 
three of the five agencies. For the remaining two agencies, there was no significant difference in 
the bankruptcy incidence for clients counseled in person vs. by telephone. Interestingly, for 
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three of the five agencies, having a client start payments on a DMP significantly reduced the 
incidence of bankniptey over the subsequent two years. It appears that the role of DMPs in 
improving clients’ post-counseling credit profile and experience is worth exploring in greater 
detail in the next phase of this project. 

2. Alternative measures of client performance after counseling 

Table 26 considers two additional measures of client perfonnance two years after coun.seling, 
namely, total dollar balances for non-mortgage debt and the number of trades (accounts) that 
were 30 or more days delinquent during the previous 18 months, both measured as of 2005. 
Tabic 26 also includes the estimates for bankruptey incidence during the two years following 
counseling, for comparative purposes. Total non-mortgage balances do not seem to be affected 
by the counseling delivery channel. However, individuals who experience faee-to-face 
counseling do better in terms of a reduced number of recent delinquencies two years later 
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Table 25: Effects of Counseling Channel (Telephone versus In Person) on 
Performance Controlling for Counselor Recommendation 



tttect on 

likelihood of 
bankruptcy filing 

Effect on Bureau 

Effect on Bureau 


over next two 

bankruptcy risk 

delinquency risk 


years (Probit 

score two years 

score two years 


model) 

later (OLS model) 

later (OLS model) 

Bankruptcy risk score (in tOOs) 

-0.0222*'* 

0,3583-" 

0 0417— 


(14 57) 

(54 38) 

(15.18) 

Bankruptcy score in bottom 10% of combined sample 

-0.01 98*** 

-0.0790'** 

0 0177* 


(4.09) 

(3 39) 

(1.83) 

Bankruptcy score in top 10% of combined sample 

-0 1210*" 

1 2611"* 

0,3372"* 


(2.66) 

(9,47) 

(6,07) 

Delinquency risk score (in 100s) 

0-0314"* 

0.4762— 

0.6092— 


(8.61) 

(28 37) 

(87.03) 

Delinquency score in bottom 10% of combined sample 

0 0044 

-0.0056 

-0.0013 


(0.65) 

(0 IS) 

(0.10) 

Delinquency score in top 10% of combined sample 

-0.1070'*’ 

0 7529'** 

0 2357*** 


(3.24) 

(5.86) 

(4.40) 

Total number of trades with balance > 0 

0.0045**' 

-0 0029 

0.0017 


(599) 

(0 79) 

(1.10) 

Total balance, non-mortgage trades (in 10.000s) 

0.0046"* 

0.0067** 

0.0120'" 


(838) 

(2 41) 

(10.29) 

Total balance, mortgages (in 10, 000s) 

•0,0003 

0.0072'** 

0.0043"* 


(125) 

(5 60) 

(7.91) 

Number of bankcard trades 

-0.0003 

-0 0140*** 

0.0164’" 


(0.73) 

(6 31) 

(17.66) 

Proportion of bankcard trades with balance over 50% of limn 

00085 

-0.1246*’’ 

0 0584'" 


(1.11) 

(3 58) 

(4,02) 

Number of non-inst trades over 50 % of limit 

0.0035*** 

-0.0750*" 

-0.0239*” 


(3 28) 

(14 39) 

(11,01) 

Number of trades 30 or more days past due in last 18 mths 

-0 0031 — 

0.0259"* 

0,0049*” 


(3 06) 

(6.85) 

(3,08) 

Number of currently past due balances 

0 0110*** 

-0.0139” 

-0.0190”* 


(8,28) 

(2.16) 

(7.05) 

Number of inquiries in last 6 months 

0 0063*** 

-0,0152”* 

-0.0112'” 


(10.08) 

(4 86) 

(8,60) 

Highest retail credit limit (in 1,000s) 

00018* 

0.0097" 

0,0170*” 


(1.95) 

(2 14) 

(6 99) 

Counseling in person (alternative is telephone) 

0.0238*'* 

-0.0315 

0.0052 


(441) 

(1 29) 

(0.51) 

Counseiing Interview: Number of unsecured creditors 

00034— 

•0,0235’" 

-0 0106”* 


(6 73) 

(9.53) 

(10.31) 

Counseling inten/iew Total unsecured debt in $1,000 

0.0004*** 

-0.0003 

0.0009”* 


(5 65) 

(0.73) 

(5.90) 

Log of counselor experience (in months) 

-0.0018 

0.0020 

-0.0055 


(0 70) 

(0 17) 

(1.12) 

Evaluation: Self-manage/Ctient can handle 

-0.0100 

0 0711 

0.0165 


(0.87) 

(1 32) 

(0 73) 

Evaluation; DMP recommended by counselor 

0 0033 

-0 1460"* 

-0 0496*** 


(0 34) 

(3.26) 

(2,66) 

DMP payments started with recommendation 

-0.0797**' 

0.2115"* 

0.1628'" 


(18-63) 

(10.17) 

(18.76) 

DMP payments started without recommendation 

-0.0750*** 

0.0614 

0.0678" 


(5,83) 

(0 90) 

(2.38) 

Evaluation. Financial counseling only 

0 0313" 

-0 1604"' 

-0,0494" 


(2.55) 

(2,98) 

(2 20) 

Evaluation: Referral to other agencies 

0.0155 

•0.1065" 

-0.0274 


(1-46) 

(2.22) 

(1.37) 

Evaluation. Referral to legal assistance/advice 

0.2021 — 

-0 6107”’ 

-0,1309*" 


(12.87) 

(9,97) 

(-5.12) 

Number of Observations 

49046 

49046 

49046 


The analysis includes all ten agencies. Excluded from the analysis are individuals counseled using the internet Control 
variables for the individual agencies as well as variables indicaUng missing values for data obtained during the counseiing 
session are included in the analysis but not reported. Only Individuals who had no public record of bankruptcy filings in 
2003 are included in the sample. 

Coefficients for Probit indicate marginal effects; * significant at 10%, *' significant at 5%: ”* significant at 1% 
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Table 26: Effects of Counseling Channel (Telephone versus In Person) on 
Alternative Performance Measures Controlling for Counselor Recommendation 


Bankruptcy risk score (in IOO5) 

Bankruptcy score in bottom 10% of combined sample 
Bankruptcy score in lop 10% of combined sample 
Delinquency risk score (in 100s) 

Delinquency score in bottom 10% of combined sample 
Delinquency score tn top 10% of combined sample 
Total number of trades with balance > 0 
Total balance, non-mortgage trades (in 10,000s) 

Total balance, mortgages (in 10, 000s) 

Number of bankcard trades 

Proportion of bankcard trades with balance over 50% of limit 

Number of non-inst trades over 50 % of limit 

Number of trades 30 or more days past due in last 10 mlhs 

Number of currently past due balances 

Number of inquiries in last 6 months 

Highest retail credit limit (in 1.000s} 

Counseling in person (alternative is telephone) 

Counseling Interview: Number of unsecured creditors 
Counseling interview: Total unsecured debt in $1,000 
Log of counselor CKperience (in months) 

Evaluation: Self-manage/Client can handle 
Evaluation- DMP recommended by counselor 
DMP payments started with recommendation 
DMP payments started without recommendation 
Evaluation. Financial counseling only 
Evaluation: Referral to other agencies 
Evaluation. Referral to legal assistance/advice 
Number of Observations 


Effect on 


Effect on Number 

Ukelihood of 

Effect on Total 

of Trades 30+ 

bankruptcy filing 

Non-Mortgage 

delinquent Over 

over next two 

Balances two 

Prior 18 Months 

years (Probit 

years later (OLS 

two years later 

model) 

model) 

(OLS model) 

-0.0222'’' 

0 0972"* 

-0 0579"’ 

(14.57) 

(10 38) 

(5 50) 

-0 0198"* 

-0 0324 

-0,1835"’ 

(4 09) 

(0.98) 

(4,92) 

-0.1210'" 

-0,1384 

0 3294 

(2 66) 

(0,73) 

(1.55) 

0.0314'" 

-0.0499" 

-0,5026"* 

(8.61) 

(2.09) 

(10,71) 

0 0044 

0 0370 

-1,0287"* 

(0 65) 

(0.85) 

(20.98) 

-0 1070*" 

-0.2442 

0.3242 

(3 24, 

(1 34) 

(1.58) 

0.0045'" 

0.1646"* 

0.2204"' 

(5,99) 

(31.38) 

(37 34) 

0 0046"* 

0 3779"* 

-0,0080* 

(0.38) 

(94.84) 

(1.79) 

-0.0003 

0 0220"* 

0.0150*** 

(1 25) 

(11.97) 

(7,23) 

-0 0003 

0.0049 

-0,0123*** 

(0 73) 

(1 54) 

(3,47) 

0 0085 

0.3587"* 

-0.1102" 

(1 11) 

(7.24) 

(1,98) 

0.0035*" 

-0,2096"* 

0 0848*** 

(3 28) 

(28,30) 

(10 17) 

•0 0031*" 

0,0230"* 

0 1732"* 

(3.86) 

(4.28) 

(28,66) 

0.0110"* 

-0.1036*" 

0.0164 

(8,28) 

(11.29) 

(1.59) 

0 0063"* 

0.0033 

0 0379*" 

(10 08) 

(0,75) 

(7 57) 

0.0010* 

-0.0344*" 

-0 0179** 

(1 95) 

(5.32) 

(2 45) 

0.0238*" 

•0 0343 

-0,0909** 

(4,41) 

(0 99) 

(2 32) 

0,0034"* 

-0.0004 

0.0272*" 

(6.73) 

(0.10) 

(6.89) 

0-0004"* 

•0.0020"* 

-0,0033'** 

(5.65) 

(3 89) 

(5.80) 

-0 0018 

-0,0282* 

-0.0060 

(0.70) 

(1.70) 

(0.32) 

-0.0100 

0 1101 

0.0514 

(0 87) 

(1,44) 

(0,60) 

0.0033 

0 0484 

0 1926*** 

(0 34) 

(0.76) 

(2,69) 

-0.0797"' 

-0.0096 

-0.2399’" 

(18.63) 

(0.33) 

(7.21) 

-0.0750*** 

■0.1424 

-0,0482 

(5 83) 

(1.47) 

(0.44) 

0 0313** 

-0.0136 

0 1654* 

(2 55) 

(0.18) 

(1.92) 

0.0155 

-0 0765 

0.1215 

(1-46) 

(1 12) 

(1.58) 

0.2021'" 

-0 6791*" 

-0 1844* 

(12.87) 

(7.80) 

(1,88) 

49046 

49046 

49046 


We exclude from our analysis individuals counseled using the internet. Control variables for the individual agencies as 
well as variables indicating missing values for data obtained during the counseling session are included in the analysis but 
not reported. Only individuals who had no public record of bankruptcy filings in 2003 are included in the sample. 
Coefficients for Probit indicate marginal effects: * significant at 10%; *- at 5%: at 1% 
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3. Predictive value oj clients’ primary cause of financial difficulty 

Duritig the counseling interview, a reason is typically identified as a prime source tor the 
financial difficulties faced by the client. Such primary causes were listed in Tables 5 and 6. It 
may be that the subsequent performance ofthe individual is related to the cause. To sec if this is 
the case. Table 27 displays estimates similar to Tabic 26 but with the inclusion of various 
“reasons.” 

In fact, the infomiation collected during the counseling interview regarding primary cause of 
difficulty is predictive, especially after controlling for the full set of variables in the model. For 
example, income loss/inslability raises the risk of bankruptcy during the next two years, even 
after controlling for the client’s bankruptcy risk score (second column). It also lowers the 
client's bankiuptcy and delinquency risk scores measured two years later (third and fourth 
columns). 

Two key findings remain robust. First, in-person clients have a higher incidence of bankruptcy 
following counseling, and the delivery channel has no significant impact on either ofthe clients’ 
risk scores measured two years out from counseling. Second, when a DMP is started, the client's 
likelihood of bankruptcy over the next two years falls, and client risk scores tend to be higher 
after two years. 

To see if this gain to DMP counseling is related to the delivery channel, another specification of 
the model was estimated in which the DMP variable is interacted with a variable indicating that 
counseling was conducted in person. Table 28 presents the results. The results indicate no 
significant difference in the positive effect of engagement in a DMP across delivery channels. 
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Table 27: Effects of Recorded Reason for Counseling on Subsequent Performance 

(Compare to Table 26) 



Effect on 

Effect on 

Effect on 

Effect on 


likelihood of 

likelihood of 

Bureau 

Bureau 


benkruptcy 

bankruptcy 

bankruptcy 

delinquency 


filing over next 

filing over next 

risk score two 

risk score two 


two years 

fwo years 

years later 

years later 


(Probit model) 

(Probit model) 

(OLS model) 

(OLS model) 

Cause; income loss / instability 

0.0059 

0.0156" 

-0.1779*'* 

-0,0746*" 


(0.92) 

(2.34) 

(5,76) 

(5.80) 

Cause: poor money management 

-0.0053 

-0.0015 

-0.0470 

-0.0133 


(0.83) 

(0.23) 

(1.51) 

(1-03) 

Cause: death / illness / disability 

0.0071 

o.our 

-0.1604*" 

-0.0741"* 


(0.87) 

(1.70) 

(4.19) 

(4.64) 

Cause: domestic issues 

0.0115 

0.0207'* 

-0.2462'" 

-0.1150"' 


(1.17) 

(2.07) 

(5.40) 

(6.05) 

Cause: legal 

-0.0241 

-0.0129 

0.0530 

-0,0103 


(0.72) 

(0.38) 

(0.35) 

(0.16) 

Cause; expenses 

0.0340 

0.0465** 

0.0942 

-0.0022 


(1.47) 

(1.99) 

(0,92) 

(0.05) 

Cause: school expenses 

-0.1106**' 

-0.0852*** 

0.1295 

-0.0147 


(5.38) 

(3.94) 

(1.33) 

(0.36) 

Cause: substance abuse 

0.0150 

-0.0251 

-0,0602 

-0 1198 


(0.29) 

(0.51) 

(0.25) 

(1.18) 

Bankruptcy risk score (in 100s) 


-0.0219'** 

0.3565'" 

0.0410*" 



(14.36) 

(54.11) 

(14.92) 

Bankruptcy score in bottom 10% of combined sample 


-0.0192*** 

-0,0822*" 

0.0165* 



(3.95) 

(3.53) 

(1.70) 

Bankruptcy score in top 10% of combined sample 


-0.1212*** 

1,2333"’ 

0.3262"* 



(2.66) 

(9,26) 

(5.87) 

Delinquency risk score (in 100s) 


0.0314*** 

0.4746"' 

0,6082’** 



(8.62) 

(28,29) 

(86.94) 

Delinquency score in bottom 10% of combined sample 


0.0045 

-0,0083 

-0.0024 



(0.66) 

(0.27) 

(0.19) 

Delinquency score in lop 10% of combined sample 


-0.1067*** 

0,7314*" 

0,2266*** 



(3.23) 

(5,69) 

(4.23) 

Counseling in person (alternative is telephone) 


0,0238'** 

-0,0311 

0.0054 



(4.40) 

(1.27) 

(0.53) 

Log of counselor experience (in months) 


-0.0023 

0.0051 

-0,0041 



(0.89) 

(0.44) 

(0.84) 

Evaluation: Self-manage/Client can handle 


-0,0118 

0,0979* 

0,0290 



(1.01) 

(1,80) 

(1.28) 

Evaluation: DMP recommended by counselor 


0.0004 

-0,0983*’ 

-0.0294 



(0.04) 

(2,12) 

(1.52) 

DMP payments started with recommendation 


•0-0795’*' 

0.2110"* 

0.1625"* 



(18.60) 

(10.14) 

(18.74) 

DMP payments started without recommendation 


-0.0742**’ 

0.0671 

0.0694" 



(5.77) 

(0.98) 

(2.44) 

Evaluation: Financial counseling only 


0,0203*' 

-0,1180" 

-0.0312 



(2.27) 

(2,16) 

(1-37) 

Evaluation: Referral to other agencies 


0.0131 

-0.0715 

-0.0124 



(1-22) 

(1.47) 

(0.61) 

Evaluation: Referral to legal assistance/advice 


0.1966*** 

-0.5596"* 

-0.1087"* 



(12.33) 

(8.98) 

(4.19) 

Number of Observations 

49046 

49046 

49046 

49046 


The excluded cause is other/NA. The sample and variables are like those reported in Table 26, although the results for some 
variables are not reported to save space. 

Coefficients for Probit indicate marginal effects; * significant at 10%: ** significant at 5%; **• significant at 1 % 
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Table 28: Effects of Counseling Channel On Effectiveness of DMP {Compare to 

Table 27) 

^ on 


Cause; income loss / instability 


Cause: poor money management 
Cause: death / illness / disability 
Cause; domestic issues 
Cause: legal 
Cause: expenses 
Cause: school expenses 
Cause: substance abuse 
Bankruptcy risk score (in 100s) 

Bankruptcy score in bottom 10% of combined sample 
Bankruptcy score in top 10% of combined sample 
Delinquency risk score (in 1 00s) 

Delinquency score in bottom 10% of combined sample 
Delinquency score in top 10% of combined sample 
Counseling in person (alternative is telephone) 

Log of counselor experience (in months) 

Evaluation: Self-manage/Client can handle 
Evaluation: DMP recommended by counselor 
DMP started with in-person counseling at outset 
DMP started with telephone counseling at outset 
Evaluation: Financial counseling only 
Evaluation: Referral to other agencies 
Evaluation; Referral to legal assistance/advice 
Number of Observations 


likelihood of 


bankruptcy filing 

Effect on Bureau 

Effect on Bureau 

over next two 

bankruptcy risk 

delinquency risk 

years (Probit 

score two years 

score two years 

model) 

later (OLS model) later (OLS model) 

0-0158'* 

-0.1780"* 

-0.0752*" 

(2.38) 

(5,76) 

(5.84) 

-0.0012 

-0.0473 

-0,0141 

(0-19) 

(1.52) 

(1.09) 

0.0144* 

-0.1603*** 

-0.0745*** 

(1.72) 

(4.18) 

(4.66) 

0.0209" 

-0.2466*** 

-0,1157*** 

(2.09) 

(5.41) 

(6,09) 

-0.0128 

0.0504 

-0,0123 

(0.38) 

(0.33) 

(0-19) 

0.0466** 

0.0939 

-0.0023 

(1-99) 

(0.91) 

(0.05) 

-0.0850"* 

0.1297 

-0.0153 

(3-92) 

(1.34) 

(0,38) 

-0.0250 

-0.0593 

-0,1195 

(0.50) 

(0.24) 

(1.17) 

•0.0219"* 

0.3566*** 

0.0410"* 

(14.36) 

(54.12) 

(14.94) 

-0,0192"* 

-0.0824*" 

0.0164* 

(3 95) 

(3.54) 

(1.69) 

-0 1211*" 

1.2359*** 

0.3279"* 

(2.66) 

(9.28) 

(5.90) 

0.0315"' 

0.4750*** 

0.6084*" 

(8-63) 

(28.31) 

(86,96) 

0 0045 

-0,0084 

-0,0024 

(0.65) 

(0,28) 

(0.19) 

-0.1067*" 

0.7360"* 

0.2295*** 

(3.23) 

(5.73) 

(4.28) 

0.0259"* 

'0.0154 

0.0117 

(4.39) 

(0,56) 

(1,03) 

-0.0023 

0.0047 

-0,0043 

(0.90) 

(0.40) 

(0.89) 

-0.0119 

0,1025* 

0,0327 

(1-02) 

(1.89) 

(1.45) 

0.0005 

-0.0844* 

-0.0199 

(0.05) 

(1.84) 

(1.04) 

-0.0777"* 

0.1627*** 

0.1410"* 

(11.55) 

(4.52) 

(9.39) 

-0.0762"* 

0.2111"* 

0.1593*** 

(16.79) 

(9.47) 

(17.13) 

0.0271" 

-0.1278** 

-0.0356 

(2.17) 

(2.32) 

(1.55) 

0.0132 

-0.0664 

-0.0091 

(1-23) 

(1,36) 

(0.45) 

0.1957*" 

-0.5569*'* 

-0.1056*" 

(12.28) 

(8,94) 

(4.06) 

49046 

49046 

49046 


The sample and variables are like those reported in Table 27, although the resuits for some variables are not reported to 
save space. 

Coefficients for Probit indicate marginal effects; * significant at 10%; ** at 5%: *“ at 1% 
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Section VI: Caveats and Discussion 

Several eaveats to these findings should be noted. First and foremost, because the sample of 
participating agencies was not selected to be representative of industry-wide practices, the results 
cannot be considered representative of the typical experience of counseled consumers 
nationwide, instead, they reflect what is obtainable from a group of agencies that emphasize 
client education and identification of the underlying cause of financial problems. The fact that 
telephone and face-to-face delivery of counseling services appear to generate equivalent 
outcomes for consumers in this sample suggests that, when done well, the two delivery channels 
can be equally effective. 

We have presented results on four separate indicators of post-coun.scling outcomes for 
consumers, measured two years after the initial counseling visit. Two of these indicators (a 
commercially available bankruptcy risk score product; a commercially available new account 
delinquency risk score product) represent general measures of creditworthiness. Two indicators 
(total non-mortgage balances; number of accounts delinquent) reflect specific margins of credit 
usage. We also provide results on the incidence of bankaiptey during the two years following 
counseling. While these indicators examine the consumer's credit experience from a variety of 
angles, other measures of the impact of the counseling experience would help to provide a more 
comprehensive picture. In particular, survey evidence on consumer attitudes, knowledge gained, 
and perceived financial stress, pre and post-counseling, would augment the objective measures of 
consumer credit performance and provide a more complete picture of counseling’s impact. 

It would also be helpful to extend the post-eounscling observation period for the sample to see if 
differences emerge in the credit bureau data for telephone and face-to-face clients. For those 
clients for whom counseling docs change their borrowing and payment behavior, two years may 
not be enough time for the change to be fully reflected in their credit reports and credit scores, 
especially if prior financial distress was severe and its impact was not yet reflected in the credit 
report at the time of counseling. 

Finally, there is some evidence that consumers’ choice of delivery channel is as.sociated with 
their credit usage patterns and resulting risk profile prior to counseling. The analysis in this 
report accounted for these differences to the extent allowed by the available data. However, a 
more detail assessment of borrowers at the time of the initial counseling, either during the 
interview itself or through supplemental survey work, would allow for more precise controls for 
this self-scicclion. Controlling for self-selection would help dctcmiine if the equivalence in 
outcomes across the telephone and face-to-face delivery channels indicated equal effcctivene.ss 
or vva.s an artifact of initial client characteristics. 

The results on the role of Debt Management Plans arc particularly intriguing, bul self-selection 
may be partly responsible. Clients who start DMPs outperform all other counseling cliems on all 
of our outcome measures. Admittedly, clients who were recommended for DMPs are in better 
financial shape than clients who do not qualify. But, the evidence also indicates that between 
two borrowers who arc recommended for a DMP (i.e„ borrowers for whom a DMP is both a 
workable option and the best option), the borrower who actually starts payments in a DMP fares 
significantly better on all outcome mea.surcs at a point two years after counseling. Perhaps there 
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is some residual self-selection effect driving this result (e.g., borrowers who make a commitment 
to Stan a DMP are more motivated to repay than boiTOwers that do not). Alternatively, perhaps 
the DMP experience itself {e.g., budgeting to make regular DMP payments; continued 
interaction with and reinforcement from the counseling agency) generates the improvement in 
the outcome indicators. Given the significantly improved credit profiles for clients who do start 
DMPs, this phenomenon deserves closer study. Moreover, if improvement in client credit 
profiles increases with the time a client stays on a DMP (not examined in Phase I ), a more 
careful assessment of the factors that contribute to a successful DMP, including agency 
procedures, seems warranted. 

A more detailed client profile at the outset would support analysis of whether some clients would 
benefit more from a particular delivery channel, as well as the factors that make a DMP more 
appropriate treatment for some clients as opposed to others. Both types of analysis would 
facilitate agency efforts to steer clients toward the most effective treatment. Consequently, wc 
recommend development of expanded data collection procedures for a new sample of incoming 
clients as a core task in Phase 2 of this project. 
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Appendix: Conversion of Primary Cause Identified by Counselor Into One of 

Nine Categories 

Appendix A: Conversion of Primary Cause Identified by Counselor 
Into One of Nine Categories 


Summary Category 

DEATH/lt I NESS/INJURV/OISABILITY 

DEATH/lLLNESS/INjURY/DISABILllY 

DEATH/ii LNfcSSdNJURY/DISAaiUTY 

DEArH/ILLNESS/tNJURY/DISABIUTY 

DEATHdLLNeSS/lN.JURY/DISABIUTY 

DEATH, 'ILLNESS/tNJURY/OlSABILITY 

DEATH/ILl NESSdNJURY/DlSABIL! TY 

DF.A 1 WiLLNESS/INJORY/DISABU ITY 

ERAUD/l-EGAt PROS! EMS/EXPFNSES 

FRAUD'LEGAL PROBl.FMS/EXPENSES 

f RAUD'LEGAL PKOBLEMS/EXPFNSES 

HOME/AUTO EXPENSES 

HOME/AUTO EXPENSES 

HOME/AUTO EXPENSES 

HOME/AUTO EXPENSES 

HOME/AUTO EXPENSES 

HOME/AUTO EXPENSES 

HOME/AUTO EXPENSES 

HOME/AUTO EXPE'NSES 

INCOME LOSS/INSf ABIUTY 

INCOME LOSSflNSTABILiTY 

INCOME i, OSS/INSTABILITY 

INCOME LOSSdNSTABILITY 

INCOME LOSS/INST ABILITY 

INCOME LOSSdNSTAOILriY 

INCOME I OSS/INSTABllJTY 

INCOME LOSS/INSTABiUTY 

INCOME LOSS/INSTABILITY 

INCOME LOSS/INSTABILITY 

INCOME LOSS/INSTADILITY 

INCOME LOSS/iNSTABILITY 

INCOME. lOSS/lNSTABILiTY 

INCOME LOSS/INSTABILITY 

INCOME LOSS/INSTABILITY 

INCOME LOSS/INSTABILITY 

MAHITAL/DOMESTIC PROBLEMS/SUPPORT 

MARITAL/DOMESTIC PROBl EMS/SUPPORT 

MARITAL/DOMfcSTIC PROBLEMS/SUPPORT 

MARITAL/DOMESTIC PROBlEMS/SUPPOKT 

MARITAL/DOMESTIC PROBLfcMS/SUPPORT 

MARITAL/DOMESTIC PROBLEMS/SUPPORT 

MARITAL/DOMESTIC PROBLEMS/SUPPORT 

MARITAL/OOMESTIC PROBLfcMS/SUPPORT 

MARITAL/DOMESriC PROBLEMS/SUPPORT 

MARlTAL/DOMESnC PROBLEMS/SUPPORT 

MARITAL/OOMESTIC PROBl.EMS/SUPPOHT 

OTHER/NA 

OTMER/NA 

OTHER/NA 

OTHER/NA 

OTHER/NA 

OTHER/NA 

POOR MONEY MGMT 

POOR MONEY MGMT 

POOR MONEY MGMT 

POO.R MONEY MGMT 

POOR MONEY MGMT 

POOR MONEY MGMT 

POOR MONEY MGMT 

POOR MONEY MGMT 

POOR MONEY MGMT 

POOR MONEY MGMT 

POOR MONEY MGMT 

POOR MONEY MGMT 

POOR MONEY MGMT 

POOR MONEY MGMT 

POOR MONEY MGMT 


Counselor Reported Primary Category 

ACCIDENT /DISABILITY 

CARING FOR RELATIVES/FRIENDS 

CATASTROPHE 

DEATH IN FAMILY 

DISABILITY 

INJURY/ILLNESS 

MEDICAL EXPENSE. ACCIDENT 

PREGNANCY/CHlLDBtRTH 

FRAUD ISSUES 

LEGAL PROBLEMS/EXPENSES 

NSF CHECKS 

AUTO ACCIOFNT/REPAIRS/MAINTENANCE 

AUTO REPAIRS/MAINTENANCE 

HABITAT FOR HUMANITY 

HOME EQUITY CONVERSION MORTGAGE 

HOME REPAIRS/MAINTENANCE 

HOUSING PROBLEMS 

INCREASED HOUSING PAYMENT 

INCRESED HOUSING FMT 

CHANGE IN EMPLOYMENT 

CHANGING EOMP AGENCY 

CUT IN HOURS 

EAGAN FLOOD 

FAILED BUSINESS 

INCOME REDUCED 

INSUFFICIENT INCOME 

LOSS OF GOVERNMENT SUBSIDY 

LOW INCOME 

MOVtNG/RELOCATION EXPENSE 

NEEDS MORE INCOME 

PAY CUT /FURLOUGH 

RELOCATION/MOVE 

SPORADIC INCOME 

UNDEREMPLOYMENT 

UNEMPLOYMENT 

CHILD CARE EXPENSES 

CHILD SUPPORT ISSUES 

DIVORCE/SEPARATION 

DOMESTIC TROUBLE 

LACK OF CHILD SUPPORT 

MANIPULATIVE DAUGHTER 

NO/LOST/INCREASEO CHILD SUPPORT 

NONPAYMENT 

PERSONAL 

SPOUSE UNABLE/UNWILLING WORK 
SPOUSE WORKING NOT COST EFFECTIVE 
ACQUISITION OF ANOTHER AG 
NA 

NO CODE /OTHER 
OTHER 

RENT CURRENT 

UNKNOWN 

ATTITUDE 

BUDGET ADVICE ONLY 

CHECKING ACCT PROBLEMS 

CLIENT ATTITUDE 

CLIENT NEEDS CONSOLIOATIO 

CRA ISSUE 

CREDIT 

CREDIT ADVICE ONLY 
CREDIT REPORT COUNSELING 
OELirWUENT HOUSING PAYMEN 
DELINQUENT UTILITIES 
DEPLETED/NO SAVINGS 
FIXED INCOME 
NO/DEPLETED SAVINGS 
POOR MONEY MGMT 
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TABLE F-2 U.S. BANKRUPTCY COURTS 
BUSINESS AND NONBUSINESS BANKRUPTCY CASES COMMENCED, 3Y CKAPT 
DURING THE TWELVE MONTH PERIOD F.NDED SEP. 30, 


CIRCUIT 

AND 

TOTAL 

CHAP. 

CHAP. 

CHAP. 

CHAP. 

TO-TAI. 

BUSINESS 

CHAP. 

CHAP 

DISTRICT 

FILINGS 

7 

li 

12 

13 

FILINGS 

7 

11 


TOTAL . . . 

1 ,782, 643 

1,346,201 

6,637 

364 

429.316 

34,222 

23,313 

5,776 

DC 

1,951 

1,607 

25 

- 

318 

43 

21 

20 

1ST. . . 

50. 451 

37,489 

328 

14 

12,618 

1,487 

944 

298 

ME 

5,459 

5,033 

20 

2 

402 

119 

81 

20 

MA 

21. , 952 

19,236 

140 

- 

2,576 

373 

2 32 

130 

NH 

5, 341 

4,840 

33 

1 

467 

511 

421 

30 

RI 

4,855 

4, 581 

16 

1 

257 

89 

70 

15 

PR 

12,844 

3,799 

119 

10 

8,916 

395 

140 

93 

2ND. . . 

105, 373 

38,715 

763 

23 

15,784 

1,761 

801 

706 

c'r 

12,777 

10,985 

41 

_ 

1.744 

104 

67 

28 

NY, N .... 

20,525 

15,838 

42 

7 

4,637 

261 

152 

40 

NY, E. . . . 

30,481 

26,835 

162 

- 

3,484 

290 

140 

143 

NY , S . . . . 

21,705 

19,394 

456 

3 

1,772 

701 

170 

441 

NY,W. . . . 

17,937 

13,973 

58 

11 

3,895 

342 

227 

52 

VT 

1,948 

i. 690 

4 

2 

252 

63 

45 

2 

3RD. . . 

11.3 ,761 

82,876 

801 

10 

30,072 

2, 125 

1,16 9 

695 

DE 

3,798 

2,343 

172 

_ 

1,281 

226 

52 

170 

NJ 

42,829 

30,879 

285 

- 

11,665 

679 

378 

235 

PA, E. . . . 

25,570 

16,323 

132 

1 

9,114 

379 

22 0 

113 

PA,M. . . . 

16,337 

12,600 

68 

1 

3,668 

359 

213 

64 

PA,W. . . . 

25,180 

20,705 

139 

8 

4,328 

476 

305 

108 

VI 

47 

26 

5 

- 

16 

6 

1 

5 

4TH. . . 

L40, 643 

95,124 

414 

14 

45,087 

2,003 

1,351, 

334 

MD 

30,448 

22,585 

109 

_ 

7,754 

616 

422 

91 

NC , E . . . . 

15,905 

8,719 

43 

4 

7. 137 

1.83 

111 

36 

NC , M . . . . 

12,527 

6,596 

20 

- 

5,911 

308 

189 

19 

NC , W . . . . 

11,485 

7,223 

36 

- 

4.225 

84 

48 

34 

SC 

15,209 

6,811 

53 

3 

8,342 

158 

100 

3 3 

VA, E. . . . 

28,030 

19,441 

86 

1 

8,502 

280 

186 

74 

VA , W . . . . 

12,557 

9,906 

21 

4 

2,625 

144 

116 

14 

WV,N. . . . 

5,837 

5,5.28 

20 

- 

289 

167 

134 

19 

WV, S. . . . 

8,645 

8,315 

26 

2 

302 

63 

45 

14 

5TH. . . 

158,791 

98, 179 

813 

44 

59,749 

4,086 

2 , 546 

732 

LA, E. . . . 

10,376 

7,405 

47 

1 

2,923 

131 

88 

41 

I,A , M . . . . 

4, 542 

3,361 

24 

1 

1,156 

45 

23 

19 

LA,W. . . . 

17 ,216 

9, 297 

48 

13 

7,857 

524 

251 

4 5 

MS , N . . . . 

9, 064 

6,203 

30 

8 

2,823 

78 

40 

3 0 

MS, S . . . . 

12, 778 

8,532 

31 

2 

4,213 

103 

67 

26 
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TX, N. . . . 

35, 944 

19,954 

230 

12 

15,744 

1,263 

790 

218 

I’X , E . . . . 

14,869 

9,747 

66 

2 

5,054 

390 

265 

58 

TX, S . . . . 

30,879 

18,382 

250 

-> 

12,245 

821 

535 

217 

TX , W . . . . 

23 , 123 

15,298 

87 

3 

7 , 734 

731 

4 87 

7 8 

6TH . . . 

281, 334 

207,-571 

748 

37 

72,978 

3 , 456 

2, 360 

648 

KY, E. . . . 

15,311. 

13,029 

17 

8 

2,257 

163 

12 5 

17 

KY , W . . . . 

17,792 

14, 056 

57 

5 

3,674 

17 4 

106 

52 

MI , E . . . . 

55,84b 

42,017 

227 

5 

13,596 

519 

289 

209 

M I , W . . - . 

19,915 

16,956 

40 

9 

2,910 

328 

247 

38 

OK,N. . . . 

59,058 

49,772 

83 

5 

9,198 

1,131 

900 

7 5 

OH , S . - . . 

50, 355 

38,882 

107 

_ 

11,366 

631 

402 

104 

TN , E . . . . 

20.708 

14 . 168 

50 

2 

6,488 

162 

loa 

4 L 

TN , M . . . . 

]. 5 , 8 3 6 

9.761 

108 

3 

5.964 

201 

liS 

65 

TN,W- . , . 

26, 514 

8,930 

59 

- 

17 . 525 

47 

68 

47 

7TH. . . 

187,036 

150,658 

461 

35 

35.880 

2,361 

1 . 805 

3 83 

I L, , N . . . . 

61 , 548 

48,334 

205 

3 

13,006 

677 

49 1 

171 

IL, C- . . . 

18,244 

15,762 

37 

8 

2,437 

182 

130 

32 

IL,3. . . . 

11,368 

7,887 

18 

2 

3,460 

61 

44 

10 

IN. M. . . . 

24,012 

20, 185 

43 

3 

3 , 780 

166 

120 

35 

IN , S . . . . 

39, 146 

30,385 

100 

6 

8,655 

464 

335 

85 

WT,E. . . . 

22,021 

18,562 

22 

2 

3,435 

244 

202 

21 

WI.W. . . . 

10,697 

9,543 

36 

11 

1,107 

567 

483 

29 

8TH . . . 

126,620 

99,399 

200 

64 

26,956 

3,207 

2,535 

187 

AR , E . . . . 

17,736 

9.980 

21 

4 

7,731 

221 

131 

18 

AR.W. . . , 

9,872 

6,839 

16 

3 

3 ,013 

148 

83 

13 

IA,N. . . . 

6,314 

6.075 

10 

4 

225 

252 

229 

10 

IA,S. . . . 

9,769 

9.160 

9 

2 

598 

129 

110 

9 

MN 

22,025 

1 . 8 , 368 

40 

4 

3,613 

1,579 

1. 329 

3 9 

MO , E . . . . 

22,765 

16,924 

25 

L 

5,815 

161 

121 

22 

MO , W . . . . 

21,216 

17,684 

37 

1 

3,494 

209 

152 

3 5 

NE 

10,515 

8,414 

32 

30 

2,039 

272 

188 

31 

ND 

2,878 

2,702 

4 

iO 

162 

77 

60 

4 

SD 

3 , 530 

3,253 

6 

5 

266 

159 

132 

6 

9TH. . . 

279,461 

243,034 

1,043 

52 

35,325 

6,491 

4,613 

889 

AK 

1,885 

1,723 

14 

1 

147 

71 

46 

13 

AZ 

35,570 

30,839 

162 

2 

4,566 

498 

311 

1 3 8 

CA.N. . . . 

24,490 

18,987 

13? 

1 

5,364 

941 

586 

1 0 3 

CA, E 

30,649 

26,955 

66 

8 

3,620 

846 

617 

59 

CA, C. . , . 

67,721 

63,436 

274 

2 

4,005 

1,617 

1,2 89 

244 

CA, S. . . . 

13,012 

11,292 

49 

- 

1,671 

196 

142 

41 

HI 

3 ,716 

3,368 

19 

- 

328 

72 

52 

17 

ID 

10,462 

9,124 

22 

8 

1,303 

134 

85 

19 

MT 

4,929 

4 , 484 

18 

8 

419 

117 

85 

16 

NY’ 

18,220 

14,767 

115 

- 

3,338 

310 

177 

108 

OR 

27,909 

23,914 

29 

11 

3,955 

968 

703 

27 

VJA , E . . . . 

10,364 

8,512 

37 

7 

1,808 

265 

195 

31 

WA , W . . . . 

30, 172 

25,308 

99 

4 

4,761 

446 

31.7 

7i 

GUAM. . . . 

330 

295 

2 

- 

33 

10 

8 

2 

NT*!! 

32 

30 

- 

~ 

2 

- 


- 

lOTH. . 

119,195 

102,793 

280 

51 

16.069 

3,319 

2,666 

251 

CO 

34,772 

31,769 

103 

7 

2,893 

87 9 

7 32 

98 
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K5 

18,936 

15,498 

27 

24 

3,387 

345 

241 

21 

NX 

10,921 

10,155 

45 

4 

717 

7 84 

680 

38 

OK , N . . . . 

8,864 

8,131 

13 

- 

720 

318 

274 

13 

OK, S. . . . 

5, 504 

5,053 

4 

5 

440 

89 

1 1 


OK , W . . . - 

16 , 854 

14,767 

30 

9 

2,048 

420 

348 

27 

UT 

20, 611 

14, 851 

46 

2 

5,712 

417 

216 

42 

WY 

2,733 

2,569 

12 


152 

67 

44 

12 

IITH. . 

218,027 

138,756 

761 

20 

78,480 

3, 883 

2 , 502 

643 

AL,N-..- 

28,439 

15, 870 

74 

2 

12, 492 

156 

97 

49 

AL , M . . . . 

9, 132 

4,714 

37 

- 

4,381 

98 

48 

35 

Ai. , S . . . . 

7,313 

3,255 

15 

- 

4,043 

37 

23 

li 

FL,N. . . . 

6,659 

5,400 

21 

- 

1,238 

79 

61 

15 

FL,M. . . . 

56,332 

43,348 

207 

- 

12,776 

771 

526 

186 

FL, S. . . . 

30,907 

25,735 

138 

- 

5,028 

528 

3 9? 

118 

GA,N. . . - 

47,865 

28.096 

19? 

2 

19,568 

1, 927 

1,209 

167 

GA, M. . . . 

17 027 

8,274 

35 

11 

8,707 

14 5 

85 

31 

GA, S . - . . 

14,353 

4,064 

37 

5 

10,247 

142 

56 

31 


NOTE: ALL TOTALS ABOVE INCLUDE THE FOLLOWING CASES, WHICH MAY BE BUSINESS F 


DC 

SECTION 

304 

= 

001 

ME . . . 

. . SECTION 

304 

-- 

002 

CT 

SECTION 

NY, N. . . 

CHAPTER 

9 


001 

NY,S. 

. . SECTION 

304 

= 

080 

DE 

SECTION 

NC , E . , . 

CHAPTER 

9 

= 

001 

NC . E . 

. . SECTION 

304 

= 

OOi 

NC.W. . . 

SECTION 

VA,W. . . 

SECTION 

304 

= 

001 

LA,W. 

. . SECTION 

304 

= 

001 

TX, N. . . 

SECTION 

TK , W . . . 

CHAPTER 

9 

= 

001 

IL, S . 

. . CHAPTER 

9 


001 

IN, N. . . 

SECTION 

AR,W. . . 

CHAFIER 

9 


001 

A2. . . 

. . SECTION 

304 

- 

001 

CA , N . , . 

SECTION 

CA,C. . , 

CHAPTER 

9 

= 

001 

CA,C. 

. . SECTION 

304 

■T. 

003 

HI 

SECTION 

OK , E . . . 

CHAPTER 

9 

= 

002 

AL.N. 

. . CHAPTER 

9 


OOi 

FL,M. . . 

SECTION 

FL,S. . . 

SECTION 

304 

= 

006 

GA, N, 

. . SECTION 

304 


002 




source; Administrative Office of the U.S. Courts, Bankruptcy Statistics, http://www.us 
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^ER OF THE BANKRUPTCY CODE. 

2005 


CHAP . 

CHAP . 

TOTAL NON- 

BUSINESS 

CHAP. 

CHAP . 

CHAP 

12 

13 

FILINGS 

7 

11 

13 


364 

4 , 649 

1,748,421 

1,322, 888 

861 

424, 667 

- 

1 

1,908 

1,586 

5 

317 

14 

241 

48,964 

36,545 

40 

12, 377 

2 

16 

5,340 

4,952 

- 

3 86 

_ 

11 

21,579 

19,004 

10 

2,565 

1 

59 

4,830 

4,419 

3 

408 

1 

3 

4,766 

4,511 

1 

2 54 

10 

152 

12,449 

3,659 

26 

8,764 

23 

143 

103.612 

87,914 

57 

15,641 

_ 

2 

12, 673 

10,918 

13 

1,742 

7 

61 

20,264 

15,686 

2 

4,576 

- 

7 

30, 191 

26,695 

19 

3 , 477 

3 

7 

21,004 

19,224 

15 

1,765 

11 

52 

17,595 

13,746 

6 

3,843 

2 

14 

1,885 

1,645 

2 

238 

10 

249 

ill , 636 

81,707 

106 

29,823 

_ 

2 

3,572 

2,291 

2 

1 , 279 

- 

66 

42 , 150 

30,501 

50 

11 ,599 

1 

45 

25, 191 

16,103 

19 

9,069 

1 

81 

15,978 

12,387 

4 

3, 587 

8 

55 

24,704 

20, 400 

31 

4,273 

- 

- 

41 

25 

- 

16 

14 

300 

138,640 

93 , 773 

80 

44 , 787 

_ 

103 

29,832 

22 , 163 

18 

7 , 651 

4 

30 

15,722 

8,608 

T 

7 . 107 

- 

100 

12,219 

6,407 

1 

5,811 

_ 

1 

11,401 

7, 175 

2 

4,224 

3 

22 

15,051 

6,711 

20 

8 , 320 

1 

19 

27,750 

19,255 

12 

8 , 483 

4 

9 

12,413 

9,790 

7 

2 , 6 1 6 

- 

14 

5,670 

5,394 

1 

275 

2 

2 

8,582 

8.27 0 

12 

300 

44 

758 

154,705 

95,633 

81 

58 , 991 

I 

1 

10,245 

7,317 

6 

2,922 

1 

7 

4,497 

3,338 

5 

1 , 154 

13 

214 

16,692 

9,046 

3 

7, 643 

a 


8,986 

6,163 

- 

2 , 823 

-t 

8 

12,675 

8,465 

5 

4 ,205 
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12 

239 

34,681 

19, 164 

12 

15,505 

2 

65 

14,479 

9,482 

8 

4 , 989 

2 

67 

30,058 

17,847 

33 

12,178 

3 

162 

22,392 

14, 811 

9 

7 , 572 

37 

411 

277,878 

205,211 

100 

72 , 567 

8 

13 

15,148 

12,904 

- 

2 , 244 

3 

11 

17,618 

13,950 

5 

3 , 663 

5 

16 

55,326 

41 , 728 

18 

13 , 580 

9 

34 

19,587 

16,709 

2 

2 , 87 6 

5 

151 

57,927 

43, 872 

8 

9 , 047 


125 

49,724 

38,480 

3 

11,241 

2 

11 

20,546 

14,060 

9 

6,477 

3 

18 

15,535 

9,646 

43 

5 , 946 



32 

26,367 

8,862 

12 

17 ,493 

35 

136 

184,675 

148,853 

78 

35,744 

3 

12 

60,871 

47,843 

3 4 

12 , 994 

3 

12 

18.062 

15,632 

5 

2,425 

2 

4 

11,307 

7,843 

8 

3 , 456 

3 

7 

23,846 

20,065 

8 

3,773 

6 

3 8 

38,682 

30,050 

15 

8 , 6 1 '7 

2 

19 

21 , 777 

18,360 

1 

3,416 

ii 

44 

10 , ,130 

9,060 

7 

1,063 

64 

420 

123,413 

96,864 

13 

26,536 

4 

68 

17,515 

9,849 

3 

7,663 

3 

48 

9,724 

6,756 

3 

2,965 

4 

9 

6,062 

5,846 

- 

216 

2 

8 

9,640 

9,050 

- 

590 

4 

207 

20,446 

17,039 

1 

3,406 

I 

17 

22,604 

16,803 

3 

5,798 

1 

21 

21 , 007 

. 17,532 

2 

3,473 

30 

23 

10,243 

8,226 

1 

2,016 

10 

3 

2,801 

2,642 

- 

159 

5 

16 

3,371 

3,121 


250 

52 

930 

272,970 

238,421 

154 

34,395 

1 

11 

1, 814 

1,677 

1 

136 

2 

46 

35,072 

30,528 

24 

4.520 

1 

250 

23 , 549 

13,401 

34 

5 , 114 

8 

162 

29 . 803 

26,338 

7 

3 , 458 

2 

78 

66,104 

62,147 

30 

3 , 927 

- 

13 

12,816 

11 , 150 

8 

1,658 


2 

3,644 

3,316 

2 

3 2 6 

8 

22 

10,328 

9,039 

3 

1,286 

8 

8 

4,812 

4, 399 

2 

41 1 

- 

25 

17,910 

14,590 

7 

3,313 

11 

227 

26,941 

23,211 

2 

3 , 728 

7 

32 

10,099 

8,317 

6 

1,776 

4 

54 

29,726 

24,991 

28 

4,707 

- 

- 

320 

287 

- 

33 

- 

- 

32 

30 

- 

2 

51 

349 

115,876 

100,127 

29 

15,720 

7 

42 

33,893 

31,037 

5 

2 , 851 
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24 

59 

18,591 

15,257 

6 

3,328 

4 

62 

10,137 

9,475 

7 

655 

- 

31 

8,546 

7 , 857 

- 

689 

5 

11 

5,415 

4,982 

4 

429 

9 

36 

16,434 

14,419 

3 

2,012 

2 

97 

20,194 

14,575 

4 

5,615 

- 

11 

2,666 

2,525 

- 

141 

20 

711 

214,144 

136,254 

118 

77 , 769 

2 

7 

28,233 

15,773 

25 

12,485 


15 

9,034 

4,665 

2 

4,366 

- 

3 

7,276 

3,232 

4 

4,040 

- 

3 

6,580 

5,339 

6 

1,235 

- 

58 

55, 561 

42,822 

21 

12 ,718 

_ 

10 

30, 379 

25,338 

20 

5,018 

2 

547 

45,938 

26, 887 

30 

19,021 

11 

18 

16,882 

8,189 

4 

8,689 

5 

50 

14,211 

4,008 

6 

10,197 


iND/OR NON-BUSINESS. NOT REFLECTED ELSEWHERE: 

;04 007 

;04 = 002 

;04 = 001 

104 = 004 

104 = 001 

104 = 001 

104 = 001 

104 = 001 


icourts . gov/bnkrpcf.ys tats/s tatistics . htm#fiscal (last visited Oct. 20, 2009) 
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TABLE F-2 U.S. BAMKRUPTCY COURTS 
BUSINESS AND NONBUSINESS BANKRUPTCY CASES COMMENCED, BY CHAP! 

DURING THE TWELVE MONTH PERIOD ENDED SEP. 30, 

PREDOMINANT NATURE OF DEBTdj 


CIRCUIT 

AND 

TOTAL 

CHAP. 

CHAP. 

CHAP . 

CHAP. 

TOTAL 

BUSINESS 

CHAP. 

CHAP 

DISTRICT 

FILINGS 

7 

11 

12 

13 

FILINGS 

7 

11 


TOTAL . . . 

801,269 

484,162 

5,888 

361 

310,802 

25,925 

1,6,914 

5,317 

DC 

670 

340 

15 

- 

315 

32 

16 

14 

1ST. . . 

27, 981 

35,793 

289 

14 

11,885 

i, 138 

664 

256 

ME 

2 , 143 

1 , 687 

15 

1 

440 

130 

96 

15 

MA 

i. 3 , 0 1 1 

8,463 

156 

2 

4,390 

339 

191 

138 

NH 

2 , 804 

1,977 

21 

3 

803 

331 

228 

20 

RT 

2, 521 

1,931 

11 

- 

579 

82 

66 

10 

PR 

7, 502 

1,73 5 

86 

8 

5,673 

256 

S3 

73 

2ND. . . 

45,244 

32,124 

573 

23 

12,489 

1,587 

824 

536 

CT 

5, 572 

3,919 

65 

1 

1,587 

210 

139 

59 

NY.N. . . . 

11,262 

7,658 

38 

15 

3. 551 

270 

151, 

.37 

NY, E. . . . 

11,800 

8,591 

175 

- 

3,034 

348 

16 3 

164 

NY,S. . . . 

7,251 

5,461 

265 

- 

1,492 

475 

181 

249 

NY , W . . . . 

8,510 

5,887 

29 

4 

2,588 

217 

146 

26 

VT 

849 

608 

I 

3 

237 

67 

44 

.1 

3RD. . . 

49,735 

29,884 

84 3 

18 

18,989 

2,036 

979 

801 

DE 

1,897 

947 

220 

_ 

727 

288 

62 

219 

NJ' 

18,702 

11,388 

387 

3 

6,924 

802 

381, 

360 

PA, E. . . . 

9,778 

4,992 

66 

- 

4,720 

274 

17 2 

63 

PA , M . . . . 

7,332 

4,506 

27 

8 

2,791 

197 

109 

27 

PA,W. . . . 

12 , 001 

8,035 

136 

•7 

3,823 

464 

249 

127 

VI 

25 

16 

5 

- 

4 

11 

6 

5 

4TH . . . 

61,191 

.U.607 

430 

13 

29,139 

1,687 

1,113 

3 59 

MD ..... . 

12,509 

6.448 

135 

1 

5,925 

389 

225 

10 5 

NC , E . . . . 

7 , 703 

2,974 

52 

3 

4,674 

182 

99 

49 

NC,M. . . . 

5,907 

2,554 

25 

3 

3,325 

182 

102 

25 

NC,W. . . . 

5,810 

3,162 

47 

- 

2,601 

166 

121 

39 

SC 

7,139 

2 , 292 

49 

1 

4,795 

124 

78 

38 

VA,E. . . . 

12,528 

7,026 

84 

2 

5,416 

363 

2 64 

69 

VA , W . . . . 

5 , 365 

3,415 

12 

1 

1,937 

144 

120 

12 

W , N . . . . 

1,646 

1,429 

3 

1 

203 

82 

66 

7 

m. s . . . . 

2,584 

2,307 

18 


258 

55 

.38 

15 

5TH. . . 

66,810 

27 , 876 

641 

72 

38,219 

3,053 

1.869 

509 

LA, E. . . . 

2, 52.3 

1,262 

23 

10 

1,228 

90 

60 

18 

LA , M . . . . 

1,785 

846 

10 

- 

929 

40 

25 

10 

LA , W . . . . 

9,226 

2,529 

62 

26 

6,609 

337 

80 

59 
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MS , N . . . . 

4 807 

2 . 167 

15 

5 

2,620 

123 

86 

15 

MS , S . , . . 

5,982 

2,540 

30 

5 

3,406 

123 

74 

27 

TX , N . . . . 

14, 917 

6, 004 

189 

5 

8,719 

836 

522 

185 

TX , E . . . . 

5,775 

2 , 950 

44 

9 

2 , 772 

363 

281 

41 

TX , S . . . . 

12 551 

5, 037 

174 

9 

7,330 

65 5 

414 

164 

TX , W . . . . 

9,244 

4, 541 

94 

3 

4,606 

486 

327 

90 

6TH. - . 

146 , 328 

87, 802 

500 

28 

57,998 

3 , 157 

2 , 271 

450 

KY , E. . . . 

7,281 

5,117 

33 

1 

2, 130 

145 

99 

3 3 

KY , W- . . . 

8,935 

6,231 

14 

1 

2,689 

125 

90 

14 

MI , E. . - . 

33,799 

22,301 

140 

12 

11,346 

739 

551 

130 

MI , W . . . . 

10.007 

8, 125 

32 

3 

1,847 

371 

301 

3 2 

OH,N. . . . 

26, 417 

18,089 

63 

- 

8,265 

663 

493 

59 

OH , S . - . . 

22.110 

13,852 

64 

2 

8,192 

566 

388 

62 

TN , E . . . - 

11 , 377 

5,996 

34 

3 

5.344 

200 

141 

31 

TM , M . - . . 

9,47 6 

4,279 

82 

5 

5,110 

191 

111 

60 

TN.VJ. , . . 

16, 926 

3,812 

38 

1 

13,075 

157 

97 

29 

7TH. . . 

83,755 

56,433 

336 

31 

26,954 

1.859 

]. , 3 5 5 

299 

IL,N. . , . 

26,807 

16, 9.97 

160 


9,650 

650 

490 

14 4 

IL,C. . . . 

7,257 

5,478 

22 

2 

1,755 

180 

138 

21 

IL, S. . . . 

5,083 

2,450 

9 

4 

2,620 

121 

64 

9 

IN.N. . . . 

1 1 , 2 3 .1 

8,090 

50 

4 

3,087 

196 

136 

43 

IN.S. . . . 

18,425 

12,207 

54 

3 

6, 160 

330 

247 

48 

WI, E. . . . 

9,947 

7.057 

20 

4 

2,866 

203 

160 

18 

WI , w . . . . 

5,005 

4,154 

21 

14 

816 

179 

120 

16 

8TH. . . 

57,030 

39,130 

171 

52 

17,677 

1,759 

1,351 

162 

AR, E. . , . 

7 344 

3,440 

22 

9 

3,873 

191 

124 

19 

AR,W 

4. 150 

2,219 

22 

3 

1,906 

155 

102 

2 2 

lA.N. . . . 

2, 354 

2,177 

5 

4 

168 

110 

97 

5 

lA, S. , . . 

4,306 

3,709 

7 

i 

589 

121 

103 

7 

MN 

11,139 

8,749 

42 

9 

2,339 

507 

427 

41 

MO , E . . . . 

9, 919 

6, 145 

16 

3 

3,755 

153 

119 

15 

MO , W . . . . 

10,222 

7,074 

32 

4 

3,112 

177 

119 

31 

NE 

5,204 

3,569 

20 

12 

1,603 

203 

153 

17 

ND 

1,090 

951 

1 

6 

132 

58 

45 

1 

SD 

1,302 

1,097 

4 

i 

200 

S4 

62 

4 

9TH. . . 

113,541 

81,740 

1,071 

38 

30,684 

4 ,782 

3 , 271 

9 13 

AK 

696 

562 

13 

1 

120 

64 

40 

13 

AZ 

9,749 

7,405 

202 

- 

2 , 141 

398 

192 

183 

CA,N. . . . 

11,214 

6,416 

169 

2 

4,624 

611 

3S1 

114 

CA, E. . . . 

15,594 

Li, 328 

84 

11 

4,170 

691 

471 

73 

CA,C. . . . 

29,106 

22, 196 

287 

_ 

6,621 

i,S07 

1,166 

249 

CA , S . . . . 

7,037 

5,497 

43 

- 

1. 49? 

304 

247 

3 8 

KI 

1,281 

1,035 

14 

1 

230 

4 6 

28 

13 

ID 

3 '7 1. 6 

2,961 

18 

6 

731 

99 

69 

16 

MT 

1,934 

1,597 

12 

8 

317 

53 

34 

LO 

MV 

9,44 5 

5,747 

103 

- 

3,595 

273 

161 

98 

OR 

8,993 

6,572 

26 

2 

2,393 

281 

191 

22 

WA , E . . . . 

4,192 

3,154 

21 

3 

1,014 

151 

98 

19 

WA,W. . . . 

10,440 

7, 141 

77 

4 

3,218 

294 

185 

63 

GUAM. . . . 

126 

113 

2 

- 

11 

7 

5 

2 

NMI 

18 

16 

- 

~ 

2 

3 

3 

- 

iOTU. . 

41 , 132 

31,086 

202 

35 

9.806 

1,490 

1,127 

190 
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CO. . . , 

14,238 


11,855 


73 

]. 

2,309 586 

480 

68 

KS . . . . 

2,730 


5, 145 


24 

21 

2,540 219 

138 

23 

MM ... . 

3,232 


2,822 


25 

3 

381 127 

91 

22 

OK,N. . 

2, 648 


2,254 


3 

- 

391 127 

113 

2 

OK , E . . 

1,477 


1,198 


24 

2 

251 72 

42 

23 

OK , W . . 

4, 841 


3,479 


26 

7 

1,329 166 

124 

26 

UT .... 

6,182 


3,688 


21 

1 

2,472 159 

1 1 3 

20 

BY. . . . 

784 


545 


6 

- 

133 34 

26 

6 

IT'H 

107 , 852 


50,347 


819 

37 

56.647 3.345 2,074 

728 

AL , N . . 

14, !59 


5,641 


67 

5 

8,446 158 

79 

53 

AL , M . . 

5, 274 


1.384 


18 

4 

3,868 90 

54 

15 

AL, S . . 

3,743 


994 


21 

1 

2,737 42 

18 

18 

FL,N. . 

2 , 688 


1 , 927 


21 

3 

737 119 

88 

17 

FL,M. . 

23 , 027 


13,657 


202 

6 

9.162 8S3 

625 

182 

FL , S . - 

10,857 


7, 451 


230 

2 

3,172 669 

430 

210 

GA , N . . 

30,768 


14,535 


222 

- 

16,011 1,096 

593 

197 

GA,N. . 

9,217 


3,196 


13 

7 

6,001 146 

99 

12 

GA, S . . 

8,119 


1 , 562 


25 

9 

6,523 142 

83 

24 


NOTE: THESE 

FIGURES INCLUDE THE FOLLOVlING CASES NOT REFLECTED 

ELSEWHERE: 


CHAPTER 

9 

NY , S . . . . 


001 

MS , S . ... 

= 001 CA,N 002 






NM 

= 

001 

OK , E 

= 002 




CHAPTER 

15 

NY,S. . . . 

= 

032 

NY,W. . . . 

- 002 DE = 003 






SC 


002 

TX , S . . . . 

= 001 .IN, S. . . . = 001 






AZ 

= 

001 

CA,N. . . . 

= 001 CA,E = OOi 






CA,C. . . . 

= 

002 

HI 

= 001 FL,S. . . . = 002 




CHAPTER 15 

WAS ADDED AND 

SECTION 304 WAS TERl^INATED BY CHANGES 

IN THE BANKRl 


(1) SECTION 

101 OF THE 

U 

5. BANKRUPTCY 

CODE DEFINES CONSi:iMER (N0NBU5INE,SS) I 


PRIMARILY 

FOR A PERSONAL 

FAMILY, OR HOUSEHOLD PURPOSE. IF THI 

DEBTOR IS A 


TO OPERATION 

OF A BUSINESS PREDOMINATE! 

. THE NATURE OF THE DEBT 

IS 

BU.SINESS. 

source : 

Admi. n i s I: ra I: .1 ve 

Office of 

the U..9 

. Courts, 

Bankruptcy Statistics, 

http 

: / /v.’ww. US 
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^ER OF THE BANKRUPTCY CODE, 

2007 

PREDOMINANT NATURE OF DEBT ( 1 ) 


CHAP . 

CHA P . 

TOTAL NON- 
BUSINESS 

CHAP. 

CHAP. 

CHAP 

12 

13 

FILINGS 

7 

11 

13 


361 

3 . 281 

775,344 

467,248 

571 

307 , 521 

- 

2 

638 

324 

1 

313 

14 

204 

26,843 

15, 129 

33 

11,681 

1 

18 

2 , 013 

1,591 

- 

422 

2 

8 

12,672 

8,272 

18 

4,382 

3 

80 

2,473 

1,749 

1 

723 

- 

6 

2,439 

1,865 

1 

573 

8 

92 

7 , 246 

1,652 

13 

5,581 

23 

no 

43,657 

31,300 

37 

12,319 

1 

11 

5,362 

3,780 

6 

1,576 

15 

67 

10,992 

7,507 

1 

3 , 484 

- 

21 

11,452 

8,428 

11 

3,013 

- 

13 

6,776 

5,280 

16 

1,479 

4 

39 

8,293 

5,741 

3 

2,549 

3 

19 

782 

564 

- 

218 

18 

235 

47,699 

28,905 

40 

18,754 


4 

1,609 

885 

1 

723 

3 

58 

17,900 

11,007 

27 

6,866 

- 

39 

9,504 

4,820 

3 

4 , 681 

8 

53 

7, 135 

4,397 

- 

2,738 

7 

81 

11,537 

7,786 

9 

3 , 742 

- 

- 

14 

10 

- 

4 

13 

201 

59,504 

30,494 

71 

28,938 

1 

58 

12, 120 

6,223 

30 

5 , 867 

3 

31 

7,521 

2,875 

3 

4, 643 

3 

52 

5,725 

2 , 452 

- 

3 , 273 

- 

6 

5, 644 

3,041 

8 

2 , 595 

1 

6 

7,015 

2,214 

11 

4,789 

2 

28 

12,165 

6,762 

15 

5,388 

1 

11 

5,221 

3,295 

- 

1 , 926 

1 

8 

1,564 

1,363 

1 

200 

1 

1 

2,529 

2,269 

3 

2 57 

72 

501 

63 . 757 

26,007 

32 

37 ,718 

10 

2 

2,433 

1,202 

5 

1,226 

- 

5 

1,745 

821 

- 

924 

26 

172 

8,889 

2,449 

3 

6,437 


Frm 00416 
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5 

17 

4 , 684 

2 . 081 

- 

2 , 603 

5 

16 

5,859 

2,466 

3 

3,390 

5 

124 

14,081 

5,482 

4 

8 . 595 

9 

32 

5,412 

2,669 

3 

2,740 

9 

67 

11,896 

4,623 

10 

7,263 

3 

6 G 

8,758 

4,214 

4 

4 , 540 

28 

408 

143,171 

85,531 

50 

57,590 

1 

12 

7 , 136 

5,018 

- 

2 , 118 

1 

20 

8,810 

6, 141 


2 , 669 

12 

46 

33,060 

21,750 

10 

11,300 

3 

35 

9,636 

7,824 


1 , 812 

- 

111 

25,754 

17,596 

4 

8 , 154 

2 

114 

21,544 

13,464 

2 

8,078 

3 

25 

11, 177 

5,855 

3 

5,319 

5 

15 

9,285 

4,168 

22 

5 , 095 

1 

3 0 

16,769 

3,715 

9 

13,045 

31 

173 

81,896 

55,078 

37 

26,781 

_ 

16 

26,157 

16,507 

16 

9,634 

2 

19 

7, 077 

5,340 

1 

1,736 

4 

44 

4,962 

2,386 


2,576 

4 

13 

U , 035 

7,954 

7 

3,074 

3 

31 

18,095 

11,960 

6 

6,129 

4 

21 

9,744 

6,897 

2 

2,845 

14 

29 

4,826 

4,034 

5 

787 

52 

194 

55,271 

37 , 779 

9 

17,483 

9 

39 

7,153 

3,316 

3 

3,834 

3 

28 

3.995 

2,117 

- 

1,878 

4 

4 

2,244 

2,080 

- 

164 

1 

10 

4,185 

3,606 


579 

9 

30 

10,632 

8,322 

I 

2,309 

3 

16 

9,766 

6,026 

1 

3,739 

4 

23 

10,045 

6,955 

1 

3,089 

12 

21 

5,001 

3,416 

3 

1,582 

6 

6 

1,032 

906 

_ 

126 

1 

17 

1,218 

1,035 


183 

38 

553 

108,759 

78,469 

.158 

30, 131 

1 

10 

632 

522 

- 

110 

- 

22 

9,351 

7,213 

19 

2,119 

2 

Hi 

10,603 

6,035 

55 

4 , 513 

11 

135 

14,903 

10,857 

11 

4 , 035 

- 

90 

27,599 

21,030 

38 

6,531 

- 

19 

6,733 

5,250 

5 

1,478 

1 

4 

1,235 

1,007 

1 

226 

6 

a 

3,617 

CD 

2 

723 

8 

1 

1,881 

1,563 

2 

316 

- 

14 

9 , 172 

5,586 

5 

3,581 

2 

66 

8,712 

6,381 

4 

2 , 327 

3 

31 

4,041 

3,056 

2 

983 

4 

42 

10,146 

6,956 

14 

3 , 176 

- 

- 

119 

108 

- 

11 

- 

-- 

15 

13 

- 

2 

35 

135 

39,642 

29,959 

12 

9,671 
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1 

37 

13.652 

11.375 

5 

2 . 272 

21 

37 

7 , 511 

5, 007 

1 

2,503 

3 

10 

3 , 105 

2,731 

3 

371 

- 

12 

2, 521 

2,141 

1 

379 

2 

3 

1.405 

1, 156 

1 

248 

7 

9 

4,675 

3,355 

- 

1,320 

1 

2 5 

6,023 

3,575 

1 

2,447 

.... 

2 

750 

619 

- 

131 

37 

505 

104, 507 

48, 273 

91 

56, 142 

5 

21 

14,001 

5,562 

14 

8,425 

4 

17 

5, 184 

1,330 

3 

3,851 

1 

5 

3,701 

976 

3 

2,722 

3 

11 

2, 569 

1,839 

4 

72 6 

6 

7 0 

22, 144 

13,032 

20 

9, 092 

2 

26 

10,188 

7,021 

20 

3, 146 



301 

29,672 

13 , 937 

25 

15,710 

7 

28 

9.071 

3 , 097 

1 

5,973 

9 

26 

7 . 977 

1.479 

1 

6, 497 


IPTCY LAWS EFFECTIVE OCTOBER 17. 2005. 

)EBT AS THAT INCURRED BY AN INDIVIDUAL 
CORPORATION OR PARTNERSHIP. OR IF DEBT RELATED 


;cour ts . gov/bnkrpc tystats/statisti cs tiscal (last visited Oct. 20, 2009) 
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TABLE F--2 U.S. BANKRUPTCY COURTS 
BUSINESS AND NONBUSINESS BANKRUPTCY CASES COMMENCED, BY CKAPT 
DURING THE TWELVE MONTH PERIOD ENDED SEP. 30 , 


PREDOMINANT NATURE OF DEBT(l) 


CIRCUIT 

AND 

TOTAL 

CHAP. 

CHAP. 

CHAP. 

CHAP. 

TOTAL 

BUSINESS 

CHAP . 

CHAP 

DISTRICT 

FILINGS 

7 

11 

12 

1-3 

FILINGS 

7 

il 


TOTAL. . . 

1. 042,993 

679,982 

8,799 

332 

353.928 

38,651 

26, 578 

7,962 

DC 

863 

434 

34 

- 

395 

47 

16 

39 

1ST. . . 

34.676 

21,884 

313 

35 

12,443 

1,324 

813 

27B 

ME 

2,800 

2.273 

17 

8 

502 

. 173 

135 

i.6 

MA 

15,636 

11.525 

149 

4 

3 , 957 

340 

189 

130 

NH 

3 , 676 

2,775 

27 

1 

873 

351 

262 

23 

RT 

3,919 

3 , 2 ,l 0 

n 

- 

698 

132 

109 

11 

PR 

8,645 

2, 101 

109 

22 

6.413 

328 

118 

9 8 

2ND. . . 

53,974 

39,750 

877 

15 

13,315 

2,127 

.1,101 

8.3 0 

CT 

7,706 

5,794 

146 

2 

1,764 

397 

245 

135 

NY . N . . . . 

10,911 

7,839 

40 

6 

3,023 

248 

144 

38 

NY, E. . . . 

15,552 

11,665 

146 

- 

3,741 

423 

273 

128 

NY , S . . . . 

9,537 

7,163 

496 

- 

1,869 

741 

226 

4 82 

NY,W. . . . 

9,113 

6,435 

47 

5 

2.621 

272 

182 

46 

VT 

1,155 

854 

2 

2 

297 

46 

31 

J, 

3RD. . . 

59 , 846 

38,931 

1,236 

10 

19,655 

2,876 
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NOTE; THESE 

FIGURES 

INCLUDE THE FOLLOWING CASES NOT REFI.ECTED 

ELSEWHERE: 


CHAPTER 9 

AR , E . . . 

. = 

001 AR.W.. 


= 

001 CA,E. 

. . = 001 





CA.C. . . 

. = 

001 








CHAPTER 15 

I4A 

. = 

001 NY,N. . 


= 

003 NY,S. 

. . = 009 





NY , W . . . 

. 

005 DE 



014 OH,S. 

. . =004 





IL,N. . . 

. = 

002 CA.C.. 



003 ITv'... 

. . = 0 01 





WA , W . . . 

. = 

002 CO. . . . 


= 

OOL FL,M. 

. . = 002 





FL,S. . . 

. = 

001 








CHAPTER 15 WAS ADDED 

AND 

SECTION 304 

WAS 

TERMINATED 

BY CHANGES 

IN THE 

BANKRL 


(1) SECTION 

101 OF THE U 

S . BANKRUPTCY 

CODE DEFINES 

CONSUMER (NONBUSINESS) 1 


PRIMARILY FOR A PERSONAL. FAMILY. OR HOUSEHOLD PURPOSE, IF THE DEBTOR IS A 
TO OPERATION OF A BUSINESS PREDOMINATES, THE NATURE OF THE DEBT IS BUSINESS. 

source; Administrative Office of the U.S. Courts, Bankruptcy Statistics, http://www.us 
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'ER OF THE BANKRUPTCY CODE, 
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5,645 

1 

2,748 

1 

20 

4, 071 

3,677 

6 

388 

_ 

7 

2,896 

2,528 

4 

364 

2 

2 

1,638 

1,390 

1 

247 

11 

14 

5.524 

4,013 

1 

1,510 

- 

34 

8,063 

4.635 

2 

3, 426 

2 

4 

723 

609 

~ 

L14 

37 

592 

140, 650 

73,628 

96 

66, 926 

4 

14 

15,826 

6,813 

14 
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JPTCY LAWS EFFECTIVE OCTOBER 17, 2005. 

)EBT AS THAT INCURRED BY AN INDIVIDUAL 
CORPORATION OR PARTNERSHIP, OR IF DEBT RELATED 


;courf.s .gov/bnkrpccystats/stat.,istics.hCmiff iscal (last visited Oct. 20, 2009) 
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:■ or Fiie ‘hen Print from your browser. 

Is Obtaining Credit Counseling for Bankruptcy Difficult? 

Busting the Myth of Bankruptcy Debtor Education 
By Sophie Walton 

v''yhen the Sankruotcy Code revamped in 20G5 with The Bankruptcy Arouse Prevention and Co.nsumer Protection Act, 
Congress added a provision that required consumers to parbdpate in debtor education classes prior to hkng bankruptcy. 
These ciass-es were designed to accomplish several goals and initially frightened many individuals mio rushing to file their 
bankruptcy petitions prior to the effective date of the law. Consumers and bankruptcy attorneys alike Hooded the 
Bankruptcy Courts with thousands of peliltons for bankruptcy relief to avoid this debtor education It was 'eared that this 
new requirement was cumbersome and would over-burden the consumer who was desperate for bankruptcy relief Many 
consumers even misunderstood and believed tba! they could not file bankruptcy or that the process was now so difficult 
they shouid not even attempt to file for bankruptcy relief. I am aware of this because 1 am a paralegal who works within this 
f eid and put in ccuntiess hours of ovedime during the mad dash to file in the fall of 2005 

E:ven though filings did drop after the iaw went into affect, the 2C05 legislation did not cause bankrup'ey filings to stop 
conTpietely Moreover, ttie rumors about debtor education courses and classes bong difficult, time consuming and over- 
buroensoma are not true. Our clients have had no trouble obtaining their deotor education ceriirications and in fact, have 
cofT'mented that the process is not as difficult or time consuming as they had initially anticipated 

‘i'hGre are hvo steps that debtors must complete with regard to debtor education and credii counseling m order lo nie for 
bankiuptcy relief and receive their bankruptcy discharge, (There may he limited and specific instances where these 
requirements are v/aived or modified and you should seek the advice of a bankruptcy attorney to determine if you qualify.) 

I he first is your Credit Couriseling Certificate • - debtors must have this coriiticate to file with thoir bankruptcy petition. Only 
agencies that have been certified by the Office of the U. S Trustee are eiigioie to issue certificates accepted by the court, 

A list of Apru.ivou Credn uT/unt'/hriy AgendSh is on the website for the U S trustee Program Each agency must disclose 
eii fees up front but many of them offer online and telephone counseling to make tfie process quick and easy. 

The second requirement is that debtors complete Debtor Education ^{lersonal financiai manageme^nt instruction course.) 
prior to receiving a bankruptcy discharge. There are deadlines for completing this course that your attorney will review with 
you. These agencies provide courses m financial education and a cert-Ocate of completion that is tfien Hied with the 
Bankruptcy Court. A list of the -‘pproved agendas fev debtor ertuoairm may be found on the website for the U.S Trustee 
Program 

it IS a myt.l-i that people cannol file for bankruptcy relief and that debtor education is too much of a hwssle lo be worth the 
trouble. The fact is that bankruptcy relief is available to debtors and debtor education has not hamcered that relief. 

NOTE: Information contained in this article ‘s NOT legal advice and should not be relied upon as legal advice This article 
wa.'i not written by an attorney. You shouid seek the advice of an attorney if you are contemplating bankiupicy 


?00S Associated Content A!! rights reserved. 
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The Washington Times 
Thursday, July 26, 2007 
“Junk social science index” 

No one ever accused Congress of being overly meticulous about the scientific evidence it takes 
in. But the 1 10th Congress has been on a binge diet of junk social science. It's no wonder it's 
been looking sick lately. 

Or should we say "sicko?" An excellent example is last week's hearing before the House 
Subcommittee on Commercial and Administrative Law. Preciously titled "Working Families in 
Medical Crisis: Medical Debt and Bankruptcy," the hearing puiported to be a serious look at 
medical debt and bankruptcy. In reality, it was just another arm of the publicity leviathan behind 
Michael Moore's new "documentary" titled "Sicko." 

The star witness was Donna Smith, w'hosc story was featured in the movie — including her trip 
to Havana to seek the supposedly superior medical treatment available in Cuba. She was 
surrounded at the hearing by a bevy of nurses in brightly colored "Sicko" T-shirts, who 
applauded her testimony enthusiastically. The hearing quickly developed into a cheerleading 
session for single-payer health care — over which the subcommittee has no jurisdiction. 

But Miss Smith's testimony was the be.st — or the least bad part of the hearing. At least she 

had a story to tell, which she told forcefully and, as far as we could determine, forthrightly. Most 
policymakers can discern the difference between a serious inquiry into bankruptcy policy and a 
single-anecdote photo opportunity, so there is little danger bankruptcy policy will be cratled in a 
way that responds only to Miss Smith's case. 

The same cannot be .said of the testimony of Harvard Professors David Himmelstein and 
Elizabeth Warren, purported to be generally applicable social science. In fact, it was junk. 
Blandly entitled "Illness and Injury as Contributors to Bankruptcy," their long-di.scredited 2005 

study may be one of the most misleading pieces of research ever placed before Congress - - no 

small dishonor. 

The study's central findings were that Sd'A percent of all bankruptcies have a "medical cause" 
and 46.2 percent of all bankruptcies have a "major medical cause," Even if this were true, 
bankruptcy law already provides adequate .safeguards tor the special problems posed by medical 
bankruptcies, as one of us (Mr. Zywicki) testified at the hearing. But it is not true. And the only 
way to make such a claim is to gerrymander the definition of medical bankruptcies to generate 
the desired results — true junk social science. 

For example, the study classifies uncontrolled gambling, drug or alcohol addiction, and the birth 
or adoption of a child as "a medical cause." There are indeed situations in which a researcher 
may legitimately classify those conditions as "medical," but a study used to prove Americans are 
going bankrupt as a result of crushing medical debt is not one of them. 
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A father who has gamhled away his family's mortgage payment is not the victim of crushing 
medical hills. Similarly, new parents who find they can no longer afford their previous lifestyle 
now that one of them has to stay home with the baby will usually find the obstetrician's bill the 
least of their problems. Babies are a financial hardship even when hospitals give them away free. 

But that's just the tip of the iceberg. The authors also classified bankruptcies as having a "major 
medical cause" if the debtors had more than J 1,000 in accumulated, out-of-pocket medical 
expenses (uncovered by insurance) over the course of the two years prior to the bankruptcy, even 
if the debtors did not cite illness or injury as among the reasons for their bankruptcy. 

Nobody likes to have to pay $ 1 ,000 in medical expenses, even if it is spread out over two years. 
But for most Americans (particularly those with enough at stake to declare bankruptcy), it is not 
catastrophic. 

To put this figure in perspective, in 2001 (the year that was the basis for the study's sample) 
average per capita out-of-pocket medical expenses were S683 — meaning during that two-year 
period the average Ameriean spent about 30 percent more than their figure on uncovered medical 
expenses. 


To designate all cases involving expenses ofniore than $1,000, regardless of circumstances, as 
bankruptcies with a "major medieal cause" is both silly and deliberately misleading. A 
bankruptcy with S1,00I in uncovered medical expenses and $50,000 on a Bloomingdale's card 
would constitute a "medical bankruptcy" in their study. Perhaps their expansive definition of 
"medical bankruptcy" should include self-proclaimed "shopaholics" as well. 

We could go on. The point is simply that the study uses trick after trick to classify as many 
bankruptcies as possible as medical. It's remarkable they didn’t include them all. 

What do the real data show? Numerous studies have found the number of bankniptcies caused by 
medical debt to be dramatically lower than Mr. 1 limmelstein and Miss Warren repoif — down in 
the single digits. 

Among the most recent is a study of 5,203 bankruptcy filers (about threefold the number 
examined by Mr. Himmelstcin and Miss Warren) by the Executive Office of the United States 
Trustee. It found 54 percent of filers listed no medieal debt at all and that medical debt accounted 
for about 5'/i percent of the total general unsecured debt. About 90.1 percent of filers reported no 
medical debt or medical debt of less than $5,000. Of the 46 percent who reported medical debt, 

78 percent reported medieal debt below $5,000, with an average of only $1,212 within that group 
— hardly enough to send the average family into bankruptcy. Overall, 1 percent of the cases 
accounted for a total of 36*/2 percent of medical debt, and less than 10 percent ofall cases 
represent 80 percent of all medical debt. 

In short, in a tiny number of ca.ses, substantial medical debt does force bankruptcy. In a few 
others, medical debt combines with otherwise high levels of mortgage, automobile or credit card 
debt to tip someone into bankruptcy. But the notion that half of bankniptcies are driven by 
medical debt is unsupported and insupportable. 
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Why did a congressional subcommittee turn to such a thoroughly discreditable study when it 
needed information on medical debt and bankruptcies? We can only speculate. But the idea 
Congress would consider revamping the bankruptcy law — or worse yet, the entire health-care 
system — on the basis of junk social science is enough to make us feel sick. 

Todd J Zywicki and Gail Heriot are professors of law at George Mason University and the 
University of San Diego respectively. 
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Statement of 

Clifford J. White III 
Director 

Executive Office for United States Trustees 

“Hearing on Working Families in Financial Crisis: Medical Debt and Bankruptcy" 

Committee on the Judiciary 
Subcommittee on Commercial and Administrative Law 
United States House of Representatives 

July 17,2007 


Madam Chairman and Members of the Subcommittee, 


Thank you for the opportunity to appear before you to discuss the role that medical 
expenses play in consumer bankruptcy tilings. The United States Trustee Program (USTP or 
Program) is the component of the United States Department of Justice with the mission to 
enhance the integrity and efficiency of the bankruptcy system.- The Program’s responsibilities 
include consumer bankruptcy cases and reorganizations of largo corporations that seek 
chapter I I relief. As the primary enforcer of many ofthe key consumer provisions of the 
Bankruptcy Abuse Prevention and Consumer Protection Act of 2005 (BAPCPA), each of the 
Program’s 95 field offices, and the private trustees whom wc appoint and supervise, arc culled 
upon to review individual debtors’ financial circumstances and to determine whether the 
bankruptcy relief .sought is appropriate or an impermissible abuse ofthe bankruptcy system. 


- The USTP has jurisdiction in all judicial districts except those in Alabama and North Carolina. 
The duties ofthe USTP arc set forth in titles 1 1 and 28 of the United States Code. In addition to 
specific statutory duties and responsibilities. United States Trustees “may raise and may appear 
and be heard on any issue in any case or proceeding under this title but may not file a plan 
pursuant to section 1 121(c) of this title.” 1 1 U.S.C. (j 307. 

- 1 - 
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Most consumers seeking bankruptcy protection file under cither chapter 7 or chapter 13 
ofthc Bankruptcy Code. Chapter 7 provides for the liquidation of a debtor’s nonexempt 
property and the distribution ofthc proceeds to creditors. In more than 9 out of 1 0 chapter 7 
cases, all of the debtor’s assets arc exempt. Chapter 1 3 provides for repayment of all or part of 
the debts over a three to five year period, but the debtor retains all of his or her assets. Under 
both chapters, debtors receive a discharge of most kinds of unsecured debt. 


Under the new section 707(b) ofthc Bankruptcy Code, Congress imposed a more 
objective and transparent test to dctcmiinc eligibility for relief. Individual debtors who file 
under chapter 7 arc now suhjeet to a “means test” to determine their disposable income. Debtors 
with income above their state's median income level are allowed to deduct expenditures set forth 
in the statute. If the resulting disposable income is more than $110 per month, the debtor may be 
“presumed abusive” and the ease subject to dismissal. In determining allowable expenses, the 
BAPCPA mandated the use of standards developed by the Internal Revenue Service (IRS) for 
certain expenses. The IRS standards also arc used to provide the framework for determining the 
amount of disposable income that a debtor would be required to pay to unsecured creditors in a 
repayment plan.- 


“ Based upon data compiled for a report to Congress from the Director of the Executive Office 
for United Slates Trustees on the impact of the IRS Standards, as required under 
section 103(b)(1) ofthc BAPCPA, the USTP found that the IRS standards allow above median 
chapter 13 debtors to deduct an average of S490 in expenses more than the amount that debtors 
report they actually spend. As income rises, the differentiai becomes smaller. This means that 
the [RS standards have a progressive impact on above median debtors, such that those with lower 
incomes are treated more favorably than those with higher incomes. The USTP’s report is based 
upon data collection and analysis performed under contract by the RAND Corporation. 

- 2 - 
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Within ten days after a statutorily required meeting where creditors, private trustees, and 
the United States Trustee may question a debtor under oath, the United States Trustee must 
determine if a ease is “presumed abusive.” Within thirty days thereafter, the United States 
Trustee must fde a motion to dismiss the ca.se or a .statement explaining why a motion would not 
be appropriate to file. 1 1 U.S.C. § 704(b). A debtor may rebut a presumption of abuse “by 
demonstrating special circumstances, such as a serious medical condition,” to the extent such 
special circumstances justify additional expenses or adjustments of current monthly income “for 
which there is no reasonable alternative.” I 1 U.S.C. ij 7()7(b)(2){B)(i). 

From October 17, 2005, to .lune .10, 2007, approximately eight percent of debtors who 
filed chapter 7 petitions had income above the state median income. Of those debtors, 
approximately 12 percent were “presumed abusive." The United States Trustees declined to file 
a motion to dismiss in approximately 22 percent of those cases.- The reason for almost one out 
of every five declinations was high medical expenses or loss of income from illness or injury. 

To provide just one example, a United States Trustee declined to seek dismis,sal of a case 
involving married debtors where the wife suffered from degenerative epilepsy that rendered her 
unable to work and required her husband to reduce his work hours to provide care for her. Given 
the progressive nature of the wife’s condition, the United States Trustee determined that it was 


- United States Trustees arc now filing motions to dismiss chapter 7 cases at about twice the 
rate as were filed prior to enactment of the BAPCPA (i.c., about eight motions to dismiss per 
1,000 cases versus about four motions to dismiss per 1,000 cases prc-BAPCPA). These numbers 
include motions brought in “presumed abusive” cases under section 707(b)(2), as well as 
motions brought under the “totality of the circumslance.s” standard established under 
section 707(b)(.1). 


VerDate Nov 24 2008 14:36 May 25, 2010 Jkt 056473 PO 00000 Frm 00432 Fmt 6633 Sfmt 6633 S:\GPO\HEARINGS\56473.TXT SJUD1 PsN: CMORC 


s 


I 



427 


unlikely that the husband would earn income at the same level he did prior to their bankruptcy 
filing. 


The Program believes strongly that the Congress established an objective system for 
detennining eligibility, but also resided discretion in the United States Trustee to deeide whether 
dismissal would be “appropriate.” Accordingly, debtors who have incurred high medical debt or 
anticipate recurring significant medical expenditures may be entitled to chapter 7 relief 
irrespective of the “means test” fonnula. 

The USTP docs not have definitive data on the amount of medical debt owed by 
consumer debtors who seek bankruptcy relief. In 2003, the Program reviewed a sample of more 
than 5.000 bankruptcy cases utilizing data from official records in no-asset chapter 7 cases 
closed between 2000 and 2002. In general, the data describing medical-related expenses 
contained in official documents filed by chapter 7 debtors revealed that slightly more than five 
percent of their general unsecured debt was medical related, forty-six percent of the debtors 
listed medical debt. Of those debtors listing medical debt, about 78 percent reported medical 
debt of less than S5,000. Fewer than one percent of the cases accounted for over one-third of the 
medical debt. Less than 10 percent of the cases represented about 80 percent of all reported 
medical debt. For the most part, this accounting w'ould not have identified medical debts 
charged on credit cards, placed with collection agencies, or paid prior to a bankruptcy filing. 

The need for bankruptcy data that is readily accessible was recognized by Congress in 

section 604 of the BAPCPA which provides, in pertinent part, that “the national policy of the 

-4- 
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United States should be that all data held by bankruptcy clerks in electronic form . . . should be 
released in a usable electronic form in bulk to the public, subject to such appropriate privacy 
concerns . . . Debtors’ financial information is contained in schedules, statements, and other 
forms filed by debtors in the bankruptcy court. Although medical debt is difficult to identify 
with precision on the current official bankruptcy forms, there may be ways that such data can be 
made more accessible for policymakers, bankruptcy administrators, and researchers. 

The USTP has been working with the Administrative Office of the United States Courts 
and the Judicial Conference of the United States on a new automation solution which entails the 
“tagging" of data on bankruptcy forms. “Data-enabicd” or “smart" forms, among other things, 
would allow a computer system automatically to route filings into identified categories and to 
simplify the review of data. With appropriate changes to bankruptcy fonns. data-enabled form 
technology would allow researchers and others to more easily identify cases with high medical 
expenses, domestic supports orders, or other features. In addition, much of the “means tesf’ 
could be performed through data tagging, thereby allowing the USTP to perform its duties more 
effectively and allowing debtors to know .sooner in the process whether the USTP will deem 
their case to be “presumed abusive.” The Administrative Office adopted the Jointly developed 
data-enabled technical standard approximately two years ago, but postponed its widespread use 
pending further study. If the Judicial Conference ultimately grants the USTP’s request for the 
adoption of data-enabled forms a,s a mandatory standard (with appropriate exceptions), then 
bankruptcy administration will be streamlined and policymakers will have more infomiation to 
evaluate the effectiveness of the bankruptcy system, 

-5 - 
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The USTP is committed to improving consumer bankruptcy administration for the bencHt 
of debtors, creditors, and the general public. This includes the exercise of appropriate discretion 
in evaluating bankruptcy cases that exhibit substantial medical debt. 


I would be happy to answer any questions from the Subcommittee. 


- 6 - 
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Introduction. This paper surveys theoretical research on personal bankruptcy, presents a 
model of optimal bankruptcy policy, discusses U.S. bankruptcy law, and surveys empirical 
evidence from the U.S. concerning how bankniptcy affects credit markets and other consumer 
behaviors. Bankruptcy law is an important factor affecting consumer credit markets, because 
whether consumers repay their loans or default depends on whether the legal .system punishes 
defaulters and, if so, how severely. Bankniptcy law also affects other aspects of consumer 
behavior, including the decision to flic for bankruptcy, the decision to become an entrepreneur, the 
number of hours worked, and how consumers allocate their portfolios. 

Unlike most of the European countries, the U.S. has separate bankruptcy laws for consumer 
debtors versus for corporations. The U.S. bankruptcy system is also unusual in how favorably its 
personal bankruptcy law treats debtors and how frequently consumers default and file for 
bankruptcy. U.S. consumers held about $1,720 billion in unsecured debt in 2002, or about $16,000 
per household. The annual loss rate to creditors is about 7%, suggesting that losses on unsecured 
debt arc about $120 billion per year or $1,100 per household per year." The number of persona! 
bankniptcy filings per year in the U.S. increased five-fold bctw'ccn 1980 and 2003. (fom 300,000 
tilings to more than 1,500,000 (see table I). This means that nearly one and a half percent of US, 
households currently lllcs for bankruptcy each year. Despite the increase in filing rates and the 
high rate of default on consumer loans, the proportion of U.S. households that would benefit 
financially from filing for bankruptcy is eveu higher than the proportion of households that 
currently files. Between 15% and 33% of households would benefit financially from filing for 
bankruptcy, depending on whether households take advantage of strategies that increase their 
financial benefit from filing, such as converting assets from non-exempt to exempt categories or 
moving to high exemption states.^ 

The paper is arranged as follows. Section I discasses the economic objectives ofbankruplcy 
law generally and examines how the objectives ofeorporate and personal bankruptcy differ. 

Section II discusses U.S. personal bankruptcy law. Section III presents a model ofoptimal personal 
bankruptcy policy. Section IV discusses other theoretical issues related to personal bankruptcy. 
Sections V-X survey empirical rc.search on the effects of personal bankruptcy law on credit 

" Sue table i lor the source oi'data on number of bankruptcy niings. Data r)n consumer debt tire taken IVotn Economic 
Report of the President. 2003, and “EfTecl of U.S. Economy on Credit Curd Loss Rates. " S<&P Riisincss iVire. Dec. 1 8, 
2002 . 
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markets, the decision to file for bankruptcy, and other aspects of consumer behavior. Section XI 
concludes. 


1. Objectives of Bankruptcy Law. 

Bankruptcy law applies to corporations, unincorporated businesses, and consumers. 

Bconomists have di.scusscd five separate objectives of bankruptcy: (1) encouraging efficient 
investment decisions before and aiter bankruptcy, (2) encouraging efficient effort- level decisions 
before and after bankruptcy, (3) avoiding a race by creditors to be first that could cause businesses 
to shut down prematurely, (4) making an efficient choice between liquidation and reorganization 
once debtors arc in bankruptcy, and (5) providing debtors with insurance against the consequences 
ofadvcr.se shocks to consumption, such as those caused by illness, job loss, or failure of the 
debtor’s businc.ss. 

Consider which of these objectives apply to personal bankruptcy. Note that personal 
bankruptcy law covers both consumer and small business bankruptcy, since most small businesses 
arc unincorporated and therefore business debts arc legal obligations of the business owner. 

Objective ( I ) does not apply to consumer debtors, because consumers generally botTOW to 
finance consumption rather than investment. [3ul it docs apply to small business. Objective (2) 
applie.s mainly to consumer debtors. Outside of bankiuptcy, consumer debtors arc obliged to use 
part of both their earnings and their wealth to repay debt and. ifthey default, creditors can collect 
by garnishing wages and/or claiming debtors’ assets. After liling for bankruptcy, debtors may also 
be obliged to use their caniing.s and wealth to repay pre-bankruptey debt. In both situations, the 
obligation to repay can discourage debtors from working hard. But under U.S. law', filing for 
bankruptcy ends debtors’ obligation to use any of their earnings to repay debt. The Supreme Court 
has justified this policy — called the “fresh start”— on the grounds that it encourages debtors to work 
hard after bankmptcy (“from the view'point of the wage earner, there is little difference between 
not earning at all and earning wholly for a creditor’’)."* A similar justification for the fresh start also 
applies to owners of small businesses, since their incentive to .start new businesses and their ability 
to borrow after bankaiptcy arc liiglier ifthey are not required to use future profits to repay pre- 


^ l.ocal Loan Co. v, Hiint. 202 U.S. 234 (10.14). 


I 


VerDate Nov 24 2008 


14:36 May 25, 2010 Jkt 056473 PO 00000 Frm 00438 Fmt 6633 Sfmt 6633 S:\GPO\HEARINGS\56473.TXT SJUD1 PsN: CMORC 


2 



433 


bankmptcy business debts.’ However the fresh start also encourages opportunism, since it gives 
debtors incentives to borrow more and work less before bankniptcy, and to file for bankruptcy even 
when they are not in financial distress. 

In contrast, objectives (.3) and (4) arc mainly relevant in the corporate bankniptcy context. 

These ohjeetives arise because failing firms may cither liquidate or continue to operate (reorganize) 
in bankruptcy and inefficiencies occur when firms take the wrong path. A cost of creditors’ racing 
to be first to collect is that it may cause corporations to liquidate when it would be more 
economically efficient for them to reorganize.*’ But in personal bankruptcy, true liquidation no 
longer occurs. This is because, while individual debtors’ most valuable asset is generally their 
human capital, human capital can only be liquidated by .selling debtors into siavcry--as the Roman 
did--or confining them in debtors’ pri.sons until someone else pays their debts— as the British did in 
Charles Dickens’ time. .Since slavery and debtors’ prisons are no longer used, all personal 
bankruptcies arc reorganizations. Bankmpt debtors retain ownership of their human capital and the 
right to continue using it, but some of their financial wcaltlVnoiv human capital may be liquidated 
and they may face a tax on the post-bankruptcy return to their human capital (Nonetheless, one of 
the two U.S. personal bankruptcy procedures is called liquidation.) 

Finally, objective (5) applies mainly in personal bankaiptcy. This is the objective of insuring 
debtors against the consequences of adverse shocks to consuitiption. such as tho.so caused by 
illnc.ss, job loss, or failure of the debtor’s business. When earnings or wealth turns out to be low, 
the obligation to repay debt makes a bad situation worse for debtors and may cau.se their 
consumption to fall to very low levels. But very low consumption levels can be costly even if they 
arc temporary, because debtors may lose their homes, develop permanent health problems because 
they cannot afford medical care to treat their illnesses, their children may drop out of school and 
not go back, etc. Shaip reductions in consumption by a large number of households may also cause 
or contribute to an economy-wide recession. Individual debtors can partially insure themselves 
against adverse consumption shocks by limiting their borrowing and diversifying their Financial 
wealth. But they remain vulnerable since they cannot diversify their human capital, which for most 

Other counlries do not generally apply the fresh start in bankruptey and they treat debtors much more harshly. For 
e.xamplc, in Genrniny. individual debtors are not allowed to file for bankruptcy voluntarily and ihcir debtN are not 
discharged in bankruptcy, although creditors' ciTorls to collect arc stayed. Debtors are required to repay from future 
earnings. See White ( 1 996)) and Alc\c>poulos and Domovvit/ ( 1998) for discussion. Note that in the U.S.. not ail 
debt is discharged in bankruptcy, so that in practice debtors receive only a partial frc.sh start. 

See White { 1 994) for a model of objectives (3) and (4). 
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debtors constitutes most of their wealth. Personal bankruptcy provides partial consumption 
insurance to debtors by discharging some debts when adverse shocks occur, thereby freeing funds 
for consumption that would otherwise be used for debt repayment.’ 

Exemptions in personal bankaiptcy arc closely related to the insurance objective. When 
individual debtors file for bankruptcy, they arc allowed to retain ownership of all their financial 
wealth up to the exemption level, plus their human capital. Higher wealth exemptions increase the 
level of insurance, because when the wealth exemption is higher, debtors file for bankruptcy and 
obtain debt relief in response to smaller adverse shocks to income or wealth. The 100% exemption 
for future wages — the “fresh start” — also provides insurance since debtors keep all of their post- 
bankruptcy wages in situations where adverse shocks cause them to file for bankruptcy. 

Exemptions also provide insurance to owners of non-corporate small businesses, since owmers 
of failed firms can file for bankruptcyand obtain discharge of both the firm’s debts and their owm 
personal debts. In bankruptcy they must u.se all of their non-exempt wealth to pay the firm's debts, 
but they keep their exempt wealth plus all of their post-bankruptcy earnings. Note that bankruptcy 
law provides owners of non-corporatc firms with far less protection than that provided to coiporatc 
shareholders through the corporate form and limited liability, since corporate shareholders' liability 
for the corporation’s losses is limited to loss of the value of their shares. In addition, corporate 
shareholders can further insure themselves by diversifying their shareholdings. 

II. IJ.S. Personal Bankruptcy Law. 

In the U.S., the Constitution reserves for the Federal government the power to make laws 
concerning bankruptcy. This means that — with one important exception— personal bankruptcy law 
is uniform across the U.S. When a debtor files for bankmptcy, creditors must cease their 
collection efforts and cease garnishing the debtor's wages.* 

There arc two different personal bankruptcy procedures and debtors arc allowed to choose 
bcwvccn them. The first procedure is called Chapter 7 and, under it, all unsecured debts are 
discharged. Unsecured debts arc tho.se for which the creditor docs not have a claim on any 


Rea ( 1 984) and Jackson ( ! 986) were ihe lirsl lo discuss the insurance aspect of' personal bankruptcy. See Ofsoii 
( 1999) and Athreya (2002) for discussion in the macroeconomic context. 

To garnish wages, creditors must obtain a court order allowing them to collect a portion of the debtor's w-ages from 
the liebtor's employer. Federal law allows creditors to garnish up to 25% of debtors' wages, but sonic stales rest net 
garnishment further and a few prohibit it completely. 
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particular asset owned by the debtor; they include credit card debt, installment debt, medieal bills, 
and tort judgments. (Secured debts — such as mortgage and car loans — arc not discharged in 
bankruptcy unless the debtor gives up the asset that secures the debt.) Debtors must give up all of 
their noivexcmpt assets (or repayment to creditors, but — under the “fresh start"--al! of their future 
earnings are exempt from the obligation to repay. In 1978, the U.S. Congress adopted a uniform 
set of bankruptcy exemptions, but gave the states the right to opt out and adopt their own 
exemptions. About two-thirds of the states opted out by requiring that their residents use the state’s 
exemptions in bankruptcy. The remaining one-third adopted their own exemptions, but allowed 
residents to choose between the states’ exemptions and the Federal exemption As a result, 
exemption levels are the only feature ofbankruptcy law that varies across the states.^ 

Table I gives information on bankruptcy exemptions by U.S. state as of 2001. The top panel 
gives exemptions for home equity (“homestead” exemptions), which vary widely. Texas, Florida, 
and five other states have unlimited exemptions for w'caltli in the form of home equity, which 
means that wealthy debtors in thc.se slates can file for bankruptcy and keep millions of dollars in 
wealth as long as it is invested in their homes. In contrast, Delaware and Maryland have no 
exemption at all for home equity. Some states allow married couples who File for bankruptcy to 
double the homestead excmptioiiand a few allow the elderly to take larger exemptions. The 
middle panel of table I gives exemptions for personal property. Exemptions for personal property 
may be specified either as maximum dollar values or as blanket exemptions for particular typos of 
property. Most states have .separate exemptions for clothing, equity in cars, furniture, jewelry, tools 
of the trade, and burial plots. Some states also have "wildcard" exemptions that apply to any type 
of property. The personal property exemptions listed in table I arc the sum of nomhousing 
exemptions for which states specify a maximum dollar value. In addition to these exemptions, 
some states have exemptions for retirement accounts and life insurance policies. The bottom panel 
of table 1 lists states that allow their debtors to choose between the .state’s exemptions and the 
Federal exemption. Compared to most state exemptions, the Federal exemptions favor renters 
relative to homeowners, since the Federal personal property exemptions are relatively high and 
renters can apply part of the Federal homestead exemption to personal property. 

’ See Hyne.s, Malani, and Posner (20(>,t) for discussion ofthc political economy of exemption laws. A il of the stales 
opted out between 1 97H and i 9,S2 and. since then, relatively few changes in exemption levels have oeeurred, 
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The second personal bankruptcy procedure, called Chapter 13, is intended for wage earners. 
Under it, debtors in bankruptcy keep all of their assets in bankruptcy, but they must propose a 
multi-year plan to repay part of their unsecured debt from future earnings. If they fulfill the 
repayment plan, then the unpaid portion of the debt is discharged. Creditors arc entitled to receive 
the same amount in Chapter 13 as they would receive if the debtor had filed under Chapter 7, but 
no more. This means that if all of a debtor’s assets w'ould be exempt under Chapter 7, the debtor 
can file under Chapter 13 and propose to repay only a token amount. Another reason why debtors 
sometimes file under Chapter 13 is that they are behind on their mortgage or ear payments and 
filing under Chapter 13 delays the foreclosure procc.ss. in Chapter 13, car lenders can be forced to 
reduce the principle value of the loan to the car’s current market value and mortgage lenders 
sometimes voluntarily agree to easier repayment terms. 

Because debtors have the right to choose between Chapters 7 and 13, filing for bankruptcy is 
very' favorable for them. Debtors can choose between using part of their future earnings but none 
of their wealth to repay debt under Chapter 1 3 or using part of their wealth but none of their future 
earnings to repay debt under Chapter 7. This means that although both wealth and future earnings 
are part of debtors’ ability to repay, debtors arc only obliged to use one or the other to repay in 
bankruptcy. Because most debtors have no non-exempt wealth, they usually prefer to file under 
Chapter 7. In addition, debtors who have wealth that is noivcxcmpt can often transfer it from noiv 
exempt to exempt categories before filing for bankruptcy (such as by converting cash into home 
equity if their home equity is less than the homestead exemption). This allows them to file under 
Chapter 7 and avoid using either their future earnings or their wealth to repay their debt. About 
70% of all bankruptcy filings occur under Chapter 7. 

III. Theory 

In this section I examine a model of optimal personal bankruptcy policy that emphasizes 
objectives ( I ), (2) and (5) abos'c. ' ' I a.ssume that individual debtors have no non-bankruptcy 
sources of consumption insurance, such as unemployment compensation or welfare. I also assume 
that there is only a single personal bankruptcy procedure, but the procedure incorporates variable 


For a more detailed discussion ofthe dilTercnces between Chapters 7 and 1 3 and special circumstances that might 
lead debtors to file under Chapter 1 3, sec While ( 1 998a). 

' ' This section draws on Bebchuk and W'hile (2004) and Fan and White (2003). For other models of bankruptcy that 
emphasixe its macroeconomic effects, sec Dorruwitz and Alexopoulos (1998) and Athreya (2002). 
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exemptions for both financial wealth and future wages. (In contrast, current U.S. personal 
bankruptcy law either exempts all future wages under Chapter 7 or exempts all tlnancial wealth 
under Chapter 13.) 

The model has two periods. In period U a representative consumer borrows an amount B at 
interest rate r. to be repaid in period 2. The loan can be used either for consumption or 
investment — including an investment in an unincorporated business. Assume that the debt is 
unsecured and that it is the consumer’s only loan. The consumer also chooses her work hours in 
period I, denoted . Work hours are assumed to represent the consumer’s effort level and/or 
investment in human capital. The wage rate per unit of time is assumed to be one. The consumer’s 
wealth in period 1, W \ , is known with certainty. 

At the beginning of period 2, the consumer chooses her period 2 labor supply. /V. . The wage 
rate per unit of time remains one. After making this choice, the consumer's period 2 wealth is 
determined by a draw from the wealth distribution, / (W/ ) , where IT, can take any real value. 
Finally the consumer decides whether to tile for bankruptcy. 

The nilcs of bankaiptcy arc as follows. There is a fixed dollar cost of llling, denoted F. that 
includes lawyers’ fees and court filing fees. In bankruptcy, the debt /?(!+/•) is discharged. There 
arc two exemptions in bankruptcy, one for wealth and one for period 2 earnings. The wealth 
exemption X is assumed to be a fixed dollar amount that combines states' exemptions for 
homesteads and personal property. It can lake any positive or negative value. The earnings 
exemption could cither be a fraction of period 2 wages (a ‘'bankruptcy tax”) or a fixed dollar 
amount. But if the exemption were a fixed dollar amount, then consumers would either be subject 
to no bankruptcy tax at all — if their earnings were below the exemption, or would be subject to a 
100% marginal bankruptcy tax on all of their earnings above the exemption The latter situation 
would be extremely inefficient and would lead consumers who file for bankruptcy to reduce their 
earnings to the exemption level, which might involve quitting their jobs. ‘ ' For this reason, 1 
assume that the earnings exemption takes the form of a fixed fraction of period 2 earnings, x, where 


tk'causc iIk' cunsiimcr has only a single loan, the model does not consider priority rules in bankrupiey. See below Ibr 
discussion of secured versus unsecured loans in the personal bankruptcy context. 

Another reason for assuming a fractional wage exemption is that wage garnishment e.xemptions take this form 
(normally 75% of wages are exempt from garnishment). Nonetheless, the proposed bankruptcy rci'orm currently 
pending in the U.S. Congress imposc.s a fixed dollar wage exemption on certain types ol" debtors. 
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0 < X < I. Consumers who fsic for bankruptcy must therefore repay /-C - X from their period 2 
wealth plus (1 - x),'V, from their period 2 earnings. 

Consider the relationship between discharge of debt in bankruptcy and the two exemptions. 
Given the absence of non- financial penalties for bankruptcy, such as siavciy or imprisonment, the 
two exemption levels and the filing cost F determine the price of discharge. oc!andx-~ I (the 

maximum values for both), then the price of discharge is F. Conversely if A' is large and negative 
andx ^ 0 (the minimum values for both), then there is no discharge of debt, i.c., the price of 
discharge is complete impoverishment. The “fresh start” is represented by x = i. The harshest 
exemption policy currently allowed in the U.S. is represented by 0 and x ~ 1 , where the price of 
discharge is F f IT, - X . This is an intennediatc level since debtors must repay use all of their 
wealth but none of their future earnings to repay their debt. In the model, we examine how the 
efficiency of personal bankruptcy is affected by varying the policy parameters X and x. 

Now consider the bankruptcy decision in period 2. If the consumer repays in full, period 2 
consumption Is If'. - ^(1 -h /•) + ;V,; while if she files for bankruptcy, period 2 consumption is 
X + xN. (a.ssLiming that she pays the baricniptcy filing cost beforehand). She is assumed to make 
the bankruptcy decision so as to maximize her period 2 consumption. This means that the 
condition for bankmptcy is: 

S(i^-/■)>(^T,-X)f(^-x)/V3. (1) 

Exp. ( I ) says that the amount of debt discharged in bankruptcy must exceed the value of not> 
exempt wealth and earnings that the debtor mu.st use to repay. (1 ) implies that there is a threshold 
value ofperiod 2 wealth, denoted PT,, at which consumers arc indifferent between filing or not 
filing, or PT, = B{\ + r) + A' - (1 ~ x)/V, . Consumers file for bankaiptcy if PT, < and do not file 
otherwise. Holding period 2 earnings con.stant, this expression implies that consumers’ probability 
of filing for bankaiptcy rises when cither of the tw'o exemptions increase. 

The solid line in figure I graphs period 2 consumption, shown as the solid line, as a function of 
period 2 wealth If] . Period 2 earnings, /V, , arc assumed to be constant. Consumption has three 

This assumes that the consumer pays the cost of filing Fberorehand, so that the cost is passed on to creditors. Also 
the mode! as.su tries that eretitiors never garnish debtors' wages, since debtors always file for bankruptcy if they default. 
See below for discussion ol' wage garnishment and the possibility that debtors might default but not file for bankruptcy, 
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regions: the right- most where IV-, > W, and the debtor repays in frill; the middle region where thc 
debtor files for bankruptcy, period 2 wealth is X <IV^ < , and period 2 consumption is 

X f A'lV, ; and the lett-most where the debtor files for bankruptey, ff, < X , and period 2 
consumption is fis + .vA', The dashed line in figure I shows how the bankruptcy decision 
changes when period 2 labor supply increases. 

Bankruptcy provides consumption insurance by shifting resources from higher to lower wealth 
states. Allowing consumers to file for bankruptcy and obtain debt discharge causes interest rates to 
rise and lowers consumption in the noivbankruptcy region, but increases consumption in 
bankruptcy. Higher levels of cither exemption increase the amount of insurance by shifting the 
bankruptcy threshold H-\ to the right, so that consumers file for bankruptcy at higher wealth levels. 
However w'hile both exemptions provide consumption insurance, the insurance that each provides 
is slightly different. Raising the wealth exemption X transfers additional resources from good to 
medium draws 0 f the wealth distribution, i.c., from the right hand to the middle region of figure I . 
In contrast, raising the eaniings exemption x transfers additional resources from good to both 
medium and bad draws of the distribution, i.e., from the right hand region to the middle and left 
hand regions of figure I . This dif ference between the two exemptions suggests a new justification 
for the “fresh start” — that a higher earnings exemption provides more valuable consumption 
insurance than a higher wealth exemption, because the former transfers consumption to the region 
where it is lowest. 

Now tum to lenders. As,sume that there arc many consumers who apply to borrow and all arc 
identical as of period I . Lenders are willing to lend as long as there exists an interest rate at which 
expected repayment covers the opportunity cost of funds, denoted p . The condition under which 
lenders expect to make zero profits is: 

X It', 

B(l + p)= j[(l -.r)./f, -/•']/( + jliV,-X + i\-x)N,~-F]filV,)cm\ 


' ^ If consumers' wjigc.s are subject to gurnishmcnl in period 1 (because they have delaulleci on an earlier tlcbt j, then 
shifts to the left since an additional bcncllt of filing for bankruptcy is that garnishment ends. See below for lurlher 
discussion oi'lhe relation.sbip between dci'aull and bankruptey. 
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+ JS(l + /')/(M''2)rf»'2 (2) 

»s 

The three terms on the right hand side represented expected repayment in each of the three regions 
of figure I. Eq. (2) determines the market-clearing interest rate, r, as a function of the two 
exemption levels. 

To determine how the interest rate varies with the c.xcmption levels, differentiate (2) with 
respect to x and X. (We assume that B is fixed and that W, is independent of the two exemption 
levels.) The results are: 


cJx B 


[ \f{ it; )dw. + FTCr, )][ I - , 1 



where £,. and f f denote the elasticities of wdth respect to ,r and X, respectively. 

If e, == 0 ( Ef, ~ 0), then dr/dx (dr/dX) must be positive as long as the cost of filing for 
bankruptcy F is not too high. Now consider the possibility that is non- zero, so that period 2 
effort depends on the fraetbn of po.st-bankrupicy earnings that workers keep. Note that the 
expression [1 - ((1 -,v)/.v)£^ ] must be positive for any reasonable values of e, . Therefore if 
e, shifts from zero to positive, dr/dx becomes smaller in size but remains positive. This is because 
the increase in the wage exemption causes consumers to work more in period 2 since the return to 
work effort is higher. As a result, they cam more and repay more, so that lenders raise the interest 
rate by less in response to the same increase in .v. If e,. shifts from zero to negative, then dr/dx 

For L'xanlpic, it v " .5, then £, imist be less than I . 
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becomes more positive sinec consumers work less and repay less when the exemption level rises. 
Finally, suppose e , is non- zero. Regardless of sign, it is likely to be small, since labor supply is 
not very responsive to changes in wealth. ' ' dr/dX must be positive as long as both e , and F are 
small. 

Eqs. (.'ll and (4) arc not always satisfied, so that lending markets sometimes break down. When 
X increases, borrowers arc more likely to file for bankruptcy. Lenders respond by raising the 
interest rate, but this only increases the amount that debtors repay ifthey do not file for 
bankruptcy. As a result, raising the interest rate becomes less and less effective as X rises. (While 
borrowers may also partially repay their debt in bankruptcy, the amount they repay is unaffected by 
the interest rate.) At very high levels of X the probability of debtors repaying in full is so low that 
no interest rate clears the market and creditors cease lending. A similar argument applies to 
increases in .v, since when x rises, debtors arc more likely to file for bankruptcy and repay less when 
they do so. Because all potential borrowers arc identical as of period 1, lenders cither lend to all or 
stop lending completely.'* 

To illustrate, suppose /(IT,) is distributed nonnally with a mean of 2 and standard deviation of 
.25 and suppose x - 1,B = I, F = 0, p = 0.l, and e , ^ f*- Then loan markets operate as long as X 
is less than .9 (90% of the loan amount), hut they fail if.V cxeceds .9, However if future wages arc 
not entirely exempt, then loan markets can operate at even higher levels of X. Suppose X = .95 and 
A, = I - .Lv, so that E, = l-r/(l - . I.r). Then loan markets operate as long as x < .4, but fail if .v 
> .4. 

Now turn to consumers. Their utility in each period is assumed to depend positively on 
consumption and negatively on work hours and they arc assumed to be risk averse. For simplicity, 
the discount rate is assumed to be zero. The rcpre.scntativc consumer’s expected utility function is 
therefore: 


' ^ while the .stereotype is that wealthy people work less, empirical evidence suggests that the probability ol'owning a 
business increases with wealth. See Holi/rF.akin el al (1994) and Fan and While (2003). 

ii' borrowers varied along some credit -rclevanl dimension that lenders could observe in period i , then lenders would 
gradually cease lending to more credit -worthy borrowers as the bankruptcy exemption level increased. 
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U(^V| + A', + B,A'',)+ ^U(W\ +xN,,N,)f(lV,)dW, 

^ |l/(,A + .vA', , N,_ )f{W^)dW\ + - S(l + r) + N , , N, )fHV\ )dW, (5) 

,V |j. 

Because all consumers are identical as of period I, the social welfare function (SWF) is the same as 
the representative eonsumer's expected utility function. 

Individual consumers determine their period I and period 2 labor supply, (V, and A', , so as to 
maximize expected utility, treating the interest rate and the exemption levels as fixed. They 
increase iV, until minus the ratio of the marginal disutility of effort to the marginal utility of 
consumption in period I equals unity. This means that is unaffected by the exemption variables 
as long as additional effort does not increase debtors’ obligation to repay in bankruptcy. (This 
holds, for example, if consumers use all their additional vvages for consumption.) Consumers 
increase A', until minus the ratio of the expected marginal disutility of cffoil to the e.xpectcd 
marginal utility of consumption in period 2 cquab the expected value of working an additional 
hour, or (Cp(l-.v)), where p denotes the probability of bankruptcy. 

Now consider the determination of the optimal bankruptcy policy, denoted by X* and x*. For 
marginal changes in the two exemption variables, the conditions for an optimal bankruptcy policy 
arc determined by differentiating (5) with respect lo.v and A".’" The resulting first order condition.s 
are: 

dSWF “r dr "r 

= (7 , ( W + xAfj, A’j ) f/(H', )dli\ -IB 1 - /?(! -r f) + A'j , ),/'(lTj )dW, 

dX i dX ,/ 

(6) 

and 

d^WF “f 

-X—L- = (Af^) fl7,(max[ W',, ,V] + .r,V,, At, ) / (IT, )d^K. 
dx 

-[B— 1 \U, (^V, - B(1 !• f) + .V,. /V, )/■(»', )c/lK, (7) 
c/x J ' 


The iTiodel assumes that wages are nol subject to garnishment in period 1 . ft could be modi lied to consider this 
^sossibilily. 

The envelope theorem ensures that consumers make optima} choices of period 1 and period 2 labor supply a.s long as 
changes in tlte e.Kcmp tion variables are small. 
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where denotes the marginal utility of consumption. The optimal exemption levels arc 
determined by substituting (3) and (4) into (6) and (7), respectively, setting the resulting 
expressions equal to zero and solving. 

It is easiest to interpret special cases of (6) and (7). Suppose filing costs F arc zero and e = 0. 
Then (6) becomes: 


- B(l +/•) + N,,N,)f{W, )dW, 

= \f(W,)dW,[L\(X + xN,,N,)-'^ ^ ] 

)dW. 

( 8 ) 

The term in square brackets is the marginal utility of consumption when consumers (ilc for 
bankruptcy but use part of their wealth to repay (the middle region of figure 1 ), minus the average 
marginal utility ofeonsumption when consumers axoid bankmptcy (the right hand region of figure 
I ). At low levels of X the marginal utility ofeonsumption must be higher in bankruptcy than 
outside of bankruptcy, so the expression must be positive. As .V rises, the average marginal ulilily 
of consumption in bankruptcy falls (because wealth is higher since more wealth is exempt), while 
the average marginal utility of consumption outside of bankruptcy rises (because interest rates rise). 
So the difference between the two temis gets smaller. 

Nonetheless expression (8) must remain positive, so that the optimal wealth exemption level X* 
is the highest level at which lenders are willing to lend. Tlic intuition is that risk averse consumers 
always want to purchase additional insurance as long as it is sold at a fair price. A higher wealth 
exemption provides additional consumption insurance and lenders “scH” the insurance at a fair 
price because of the zero profit constraint. As a result, borrowers wish to buy as much insurance as 
possible and the optimal wealth exemption A"* is the highest possible level. 

Now suppose F is positive rather than zero. In this ease, a third icmi whose sign is negative is 
added to expression (8). The additional tcmi may either cause the optima! exemption level to fall 
or to remain unchanged. With /■'> 0, consumption insurance now costs consumers more than the 
fair price, since they pay both the fair price plus an additional cost when they file for bankruptcy. 

As a result, demand for consumption insurance falls and even risk averse consumers may not wish 
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to purchase the maximum amount. The optimal exemption level falls by more as /'rises and as 
consumers become less risk averse. 

Now consider the case vvhen e,. it 0 but /^ = 0. Then the following third term is added to the 
expression in square brackets in (8): 


- B(l +/•)+ iV,,A',)/(W',)r/>T, 
j/(Tn)c/fr, 




)e,r 


( 8 ’) 

This term has the same sign as the sign ore;^- . Therefore if shifts from 0 to negative, then 
dSWF/dX becomes negative at the old value of X*. As a result, the optimal e.Kemption level A* 
becomes smaller. This is because an i?Krease in X now causes work effort to fall, so that borrowers 
repay less and lenders raise interest rates by more than they did when work effort was fixed. As a 
result, consumption insurance Is more expensive and the efficient amount of insurance fails. The 
opposite reasoning holds if shifts from zero to positive. 


Now turn to the earnings exemption. Suppose again that F - 0 and e^. - 0 . Then substituting 
eq. (4) into eq. (7), the resulting expression is: 

- «(! + ;•)+ N,.N,) f{W,^clW, 

(/V, ]f(iV,)diV,)[ ^ J ^ 

[/■((T, )r/lk, \f(W,)dW, 


( 9 ) 

The interpretation of expression (9) is similar to that ofexpression (8). The terms in square 
brackets in (9) are the average marginal utility of consumption in bankruptcy minus the average 
marginal utility of consumption outside of bankruptcy. For a given level of X, a higher eamings 
exemption provides consumers with additional consumption insurance. Because lenders “self* the 
insurance at a fair price, risk averse consumers wish to buy as much as possible and the optimal 
exemption level a* is the maximum level at which lenders arc willing to lend. Additional insurance 
in the fomi of a higher earnings exemption is particularly valuable, since debtors must use part of 
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their period 2 earnings to repay their debt even when their wealth falls in the lowest region in figure 
I . Raising v therefore raises consumption where it is the most valuable. 

When F is positive rather than zero, an additional term with a negative size is added to exp (9) 
and the optimal earnings exemption is therefore lower. The intuition is the same as that given for 
the optimal wealth exemption. When £, is non- zero and /•' = 0, an additional term is added to 
expression (9) that has the same sign as the sign of e, . If f , is negative (positive), the optimalx* 
falls (rises) relative to the optimal level when e, = 0. The reasoning is the same as above. 

Wang and White (2000) simulated a parameterized version of this model They assumed that 
the cost of filing for bankruptcy F was positive and thate, and e, were both negative. They found 
that the optimal earnings exemption level .v* was always one — a result that supports the U.S. “fresh 
start” policy. But in an extension of their model Wang and White introduced an additional margin 
for moral hazard — consumers were allowed to choose whether to hide part of their noivexcmpt 
wealth when they filed for bankruptcy (in addition to choosing their effort level). Hiding a portion 
of wealth makes filing for bankruptcy more attractive, but drives up interest rates. In this situation, 
Wang and White found that the optimal wage exemption was sometimes less than 1 00%. A lower 
wage exemption improved efficiency by discouraging consumers from hiding wealth, since hiding 
wealth made them more likely to file for bankniptcy and therefore they paid the bankruptcy “tax" 
on earnings more ofien than consumers who did not hide wealth (In contrast a lower wealth 
exemption encouraged consumers to hide wealth. ) In Wang and White’s model, the two 
exemptions were stib.stitute.s, since when the optimal wage exemption level was less than 100%, the 
optimal wealth exemption level increa.sed. 

What docs the model imply in terms of tc,stable hypotheses? First, it suggests that in 
jurisdictions will) higher bankniptcy exemptions, consumption is more highly insured and therefore 
is more ccrtain./lcss variable. Second, higher wealth exemptions reduce the .supply of credit, so that 
interest rates arc predicted to be higher and credit rationing is predicted to be stronger in 
jurisdictions with higher exemptions. Third, ifeonsmners tend to be risk averse, then jurisdictions 
with higher exemption levels will have higher demand for credit, since consumers demand more 
credit when they have more consumption insurance. But if debtors arc risk neutral or not very risk 
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averse, then higher exemption levels may reduce demand for credit, because the cost of the 
additional wealth insurance is more than debtors arc willing to pay. Fourth, if potential 
entrepreneurs arc risk averse, then jurisdictions that have higher bankruptcy exemptions will tend to 
have higher entrepreneurship rates. This is because potential entrepreneurs are more willing to take 
the risk of going into business if a generous bankruptcy exemption reduces the downside risk of 
business failure. Finally, the model suggests that the predicted change in work effort following 
bankruptcy is ambiguous, since the income and substitution effects pull in opposite directions. 

Not all of these predictions have been tested, but in section IV I survey the empirical literature 
on personal bankmptcy in the Lj.S. The next section of the paper discasses other theoretical issues 
in personal bankaiptcy. 


IV. Additional Theoretical Considerations 

Bankruptcy and incentives for strategic behavior 

A problem with U.S. personal bankruptcy procedures is that they encourage debtors to engage 
in strategic behavior in order to increase their financial gain from filing. Using the same notation 
as above, consumers' financial benefit from filing for bankruptcy under Chapter 7 can be expressed 
as: 


Financial benefit ~ max[B{ 1 +/') - wra f iK- X.O]. 0\~ F (10) 

Here the fresh start policy is assumed to be in effect, so that future earnings arc exempt from the 
obligation to repay. Consumers’ financial benefit from filing for bankruptcy is the amount of debt 
discharged, £?(!+/*)< minus the value of non-cxcnipi assets that they must give up in bankruptcy, 
which is the max[ IT', -X , 0]. (Bankruptcy costs arc ignored.) Although this expression gives the 
financial benefit from filing under Chapter 7, it also approximates the financial benefit from filing 
under Chapter 1 3, since debtors’ obligations to repay under the two Chapters arc closely related. 

White (1998a and 1998b) calculated the proportion of U.S. households that would benefit from 
filing for bankruptcy, using data from the Survey of Consumer Finances, which includes detailed 
information on households’ wealth. For each household in the SCF, she calculated the financial 
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benefit of filing for bankruptcy on the survey date. The results were that approximately one-sixth 
of Li.S. households had positive llnancial benefit and would therefore benefit from filing. 

White also examined how the results would change if consumers pursued various strategies to 
increase their finaneial gain from bankruptcy, including (a) debtors converting assets from non- 
exempt to exempt by using them to repay part or all of their mortgages (assuming that additional 
home equity would be exempt in bankruptcy), (b) debtors moving to a more valuable house, if 
doing so would allow them to shelter additional wealth in bankruptcy, and (c) debtors charging all 
of their credit cards to the limit (but not obtaining new credit cards). These strategics together 
increased the proportion of households that benefited from bankruptcy from one-six to one-third. 

A final strategy involved debtors moving to Texas before filing for bankruptcy, since Texas has the 
most favorable exemptions. Combining ail of these strategics, 6!% of all U.S. households could 
benefit from filing for bankruptcy. These results suggest that, even with the high bankniptcy filing 
rate in the U.S., many more households could benefit from tiling for bankiuptcy than actually 
choose to file. Thus the bankaiptcy filing rate is likely to continue to increase in the future. 

Default without haukniptcy. 

The model discussed above did not consider the possibility that consumer might default on their 
debt but not file for bankruptcy. White (1998b) investigated an asymmetric information game in 
which the dccLsion to default is separate from the decision to file for bankruptcy. Debtors first 
decide whether to default and, following default, creditors decide whether to attempt to collect by 
obtaining a court order to garnish the debtor's wages. Ifcrcdiiors attempt to collect, then debtors 
choose whether to file for bankruptcy. There arc two types of debtors. Type 1 's arc assumed to 
have low wcalihand they always default. If creditors attempt to collect, then type i debtors always 
file for bankniptcy and creditors receive nothing. Type 2 debtors have higher wealth and they may 
or may not default. If creditors attempt to collect following dcfeult, type 2 debtors always repay in 
full. Creditors are assumed unable to identify individual debtors' types at the time of default. 
Attempting to collect i.s assumed to be costly for creditors, while filing for bankruptcy imposes a 
cost on debtors. 

White shows that in equilibrium, type I debtors always default, but type 2 debtors and creditors 
both play mixed strategics. This means that some debtors of both types obtain the benefit of debt 
discharge without bearing the costs of filing for bankruptcy; because they default and creditors 
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never attempt to colleet. The model therefore suggests that, even though U.S. bankmptcy filing 
rates are high, additional households would benefit from filing for bankruptcy but do not actually 
file because they default and creditors never attempt to collect. 

The option value of bankruptcy. Consumer’s right to file for bankruptcy can be expressed as a 
put option with an exercise price equal to the c.xemption level. Debtors’ future wealth is uncertain. 
If it turns out to exceed the wealth exemption plus the amount owed, then they pay off the debt in 
full. But if debtors’ wealth turns out to be less than this amount, then they exercise their option to 
“sell” the debt to creditors for a price equal to min[X, ff,], i.c., they file for bankmptcy. 

White (1998) calculated the value ofdcbtors’ option to file for bankruptcy. She used 
household- level data from the PSID, which asks respondents questions concerning their wealth 
every five years. The calculations were done separately for households at various points in the 
wealth distribution. The results showed that the value of the option to tile for bankruptcy is high 
for some households in all portions of the wealth distribution. The high value of the bankruptcy 
option suggests that many households who would not benefit from filing for bankruptcy 
immediately nonetheless have a positive option value and may find it worthwhile to file for 
bankruptcy in the future. 

The crisis model of bankruptcy. The economic view of bankruptcy and credit markets is 
controversial and many sociologists and law academics reject it completely. Their view of 
bankruptcy, as discussed in Sullivan cl al (1989) and (2000). is that consumers file For bankmptcy 
only when unanticipated adverse events such as illness, divorce, or job loss occur that make it 
impossible for them to repay. In this model, debtors do not plan in advance for the possibility of 
bankmptcy. but file only when adverse events leave them w'ith no choice. 

The crisis model leads to several testable hypotheses. One is that credit availability and interest 
rates arc predicted to be unrelated to bankruptcy exemption levels, because debtors do not take into 
account the po,ssibility of filing for bankruptcy when deciding whether and how much to borrow. 
Another testable implication is that whether consumers file for bankmptcy will depend on whether 
adverse events have occun'cd and on income, since income affects ability to repay. But bankmptcy 
decisions will not depend on the financial benefit from filing for bankmptcy. In theory these 
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differing predictions should allow the ccottotnic model of bankruptcy and the crisis model of 
bankruptcy to be tested against each other empirically. 

Oveiiencling. Policymakers in the U.S. often argue that creditors rather than debtors are 
responsible for high bankruptcy filing rates, because creditors lend too much and debtors therefore 
find it difficult to repay."' One important issue is that U.S. bankruptcy niles make it difficult for 
lenders to predict whether potential borrowers will repay, since debtors are obliged to use both 
earnings and wealth to repay outside of bankruptcy, but are only obliged to use their non-exempt 
wealth to repay in bankruptcy. As a result, lenders must predict both debtors' ability to repay and 
their probability of tiling for bankruptcy. And if debtors decide to behave opportunistically, then 
they have an incentive to borrow as much as possible before filing. 

Another factor is that competition among lenders may create a prisoner’s dilemma situation 
Suppose there are two credit card lenders, A and B, and each must decide whether to offer credit 
cards to the other’s customers. Suppose ,V, equals one if A solicits B’s customers and equals zero 
otherwi.se and S,, equals one if B solicits A’s customers and equals zero otherwise. A’s profits arc 
and B’s profits arc PAS,„SJQ,iS,.)-C(Q„(S„)) . Here 
P„iS^,S^) and arc A’s and B’s average revenue per cardholder, respectively. Suppose 

that before any solicitation occurs, A and B have the same average revenue per cardholders, or 
P^(0,0) = P^(0,0). Soliciting by cither lender is assumed to lower both lenders’ average revenue, 
so that P„{10)<P„{0,0), f;,(l,l)< P„(0,l), P,,(l,l)<P,(0,0),and P*(l,l) < P„(0,l) . One 
explanation for the decline in average revenue is that adverse .selection occurs in the response to 
solicitations (Ausiibcl, 1999). Thus when A solicits B’s customers, those who respond arc of lower 
quality than the average among B’s customers, and vice versa. Another explanation is that 
soliciting increases the total credit available to borrowers who accept the new card and additional 
credit increases the probability of default ( Domowitz and Sartain, 1999). Either explanation 
implies that soliciting by either lender lowers average revenue for both lenders. and 

(9,, (Si, ) are the total number of cards that A and B issue, w'hich is a.s,sumcd to depend only on own 

" ' Sullivim, Warren and Westbrook ( }U,S9) also make this argument, 
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soliciting. Thus g,(l) > g„(0)and > Qi(0) . Finally, C(g,(5„))and C(0,,(S,, )) are A’s and 
B’s total cost functions, where average costs arc assumed to fail with number of cards issued. 

The payoffs of the game arc: 



B 

Solicit 

No 

A 

Solicit 

/',(!, i)e„(i)-c(a,(i)). 

(1,0)0,, (i)-aa(i)). 
f’,(o,i)0.(o)-c(a(o)). 

No 

PA0,\)Q„{O)~C{QJ0)), 

PAmQA\)~C(QAi)). 

/'„(o,o)a,(,5-„)-c(a(o)), 
n (0,0)0,. (0)-C( 0,(0)). 


Consider whether A and B choose to solicit or not. The dominant strategy equilibrium is for 
both to solicit if the following two conditions hold for A and analogous conditions hold for B: 

/^,(ui)e.,(n-p,(o,i)£)„(0)>c(a.,(i))-c(e„(0)) (id 

P(0,0)g,(0) > C(a(l)) . (12) 

The right side of both conditions is the change in total costs that occurs as a result of A soliciting. 
The loft hand side of (12) gives the increase in A's total revenues from soliciting, assuming that B 
docs not solicit; while the left hand side of ( 1 1 ) gives the increase in A’s total revenues from 
soliciting, assuming that B also solicits. Both lenders are more likely to solicit each others' 
customers ifthcrc are substantial economics of scale in soliciting, if the number of customers that 
respond to a solicitation increases, ;ind/or if adverse selection is not too severe (i.c.. new customers 
are not much lower in quality than old customers). 

Is the mutual soliciting equilibrium inelTicicnt compared the alternative of no soliciting, i.c., 
does “overlending” occur? Competition among lenders gives consumers an opportunity to borrow 
more, but opportunistic behavior raises interest rates and makes those who repay wor.se off 
Competition among lenders also may increase or decrease lenders’ profits. Whether the 
“overicnding” equilibrium is more or less efficient compared to the no soliciting equilibrium 
depends on all of these factors. 

Bankruptcy as protection for governments. 
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Finally, another function of the bankruptcy system is to protect the government from the 
obligation to use the social safety net to bail out consumers who borrow too much and/or turn out to 
have low wealth in period 2. In the absence of bankruptcy, these debtors would be obliged to repay 
their debts and, as a result, their consumption might fall so low that they qualify for government 
assistance. Posner (1995) has argued that bankruptcy benefits the government by transferring some 
of these costs from the public sector to private lenders. 

V. Etmpirical Research on Bankruptcy and Credit Markets 

The Effect of Bankruptcy on Supply ami Demand for Credit. In the theoretical section, I argued 
that bankruptcy exemptions both reduce the supply of credit and increase the demand for credit, 
although the increase in demand may be reversed at high exemption levels. 

The first paper to test these predictions was Gropp, Scholz and White (1997). They used data 
from the 1983 Survey of Consumer Finance (SCF) to examine how bankruptcy exemptions affect 
supply and demand for consumer credit. The SCF gives detailed information on debts and assets 
for a representative sample of U.S. households and it also indicates whether households have been 
turned down for eredit and what interest rates they pay. The GSW study did not distinguish 
between different typos of debt ordifferent types of e.xcmptions, so that their debt variable included 
both secured and unsecured debt and their bankruptcy exemption variable was the sum of 
homestead and personal property exemptions. The authors found that borrowers arc more likely to 
be turned down for credit and paid higher interest rates in states with higher bankruptcy 
exemptions — evidence of a reduction in the supply of credit in high-exemption states. In particular, 
borrowers were 5.5 percentage points more likely to be turned down for credit if they lived in a 
state in the highest quartilc of the exemption distribution, rather than in a state in the lowest quartile 
of the exemption distribution. In addition, borrowers in the second quartilc of the wealth 
distribution paid an interest rate that was 2.3 percentage points higher if they lived in a state with 
combined bankruptcy exemptions of S5(),0()0 rather than S5,000. But borrowers in the third and 
fourth quartilc of the wealth distribution paid interest rates that were not significantly different in 
high versus low exemption states. 

The authors also examined how the amount of debt held by households varied between high 
versus low exemption states. Although supply and demand for credit cannot be separately 

22 


VerDate Nov 24 2008 14:36 May 25, 2010 Jkt 056473 PO 00000 Frm 00457 Fmt 6633 Sfmt 6633 S:\GPO\HEARINGS\56473.TXT SJUD1 PsN: CMORC 


2 



452 


idcntiHed, a finding that households hold more debt in high exemption than low exemption states 
suggests that the inerease in demand for credit more than offsets the reduction in the supply of 
credit, and conversely. Tlie authors found that high-asset households held more debt in high 
exemption states, while low-asset households held less. Thus when high-asset households 
increased their credit demand in response to higher exemption levels, lenders aecommodated them 
by lending more. But when low-asset households’ increased their credit demand, lenders 
responded with tighter credit rationing. GSW calculated that, holding everything else eonstant, a 
household who.se assets placed it in the highest quartilc of the asset distribution would hold S36,000 
more debt if it resided in a state with combined bankruptcy exemptions of SSO.OOO rather than 
$6,000; while a household whose assets placed it in the second to lowest quartilc of the asset 
distribution would told $ 1 8,000 less debt. Thus higher exemption levels were as.sociatcd with a 
large redistribution of credit from low-asset to high-asset households. 

The results of the study suggest that, W'hilc policy- makers often think that high bankruptcy 
exemptions help the poor, in fact they cause lenders to redistribute credit from low-asset to high- 
asset borrowers and raise the interest rates they charge low-asset borrowers. 

The Effect of Bankfuptcy on Secured versus Unsecured Credit. More recent papers on 
bankruptcy and credit markets distinguished between secured versus unsecured loans and between 
homestead and personal property exemptions. Berkowitz and Hynes (1999) and Lin and White 
(2001) both used the Home Mortgage Disclosure Act (HMDA) data to inve.stigate the effect of 
bankruptcy exemptions on nnrtgagc credit. The HiVlDA data give information on whether 
applicants for mortgages and home improvement loans were turned down, as well as the location 
and .some characteristics of the potential borrower. While mortgage loans arc always secured, 
home improvement loans may either be unsecured or take the form of second mortgages. This 
means that they represent a mixture of secured and unsecured loans. 

Berkowitz and Hynes ( 1 999) argued that higher hontstcad exemptions reduce rather than 
increase default and therefore lead to an increase in the supply of mortgage credit. Their argument 
is that, il'debtors have defaulted on their mortgages and arc in danger of losing their homes, they 
can tile for bankruptcy, obtain discharge of their noi> mortgage debts, and use funds that would 
otherwise go to non-mortgage creditors to pay the mortgage. The higher the exemption levels, the 
more of debtors' wealth is protected in bankruptcy and therefore the lower the probability that they 


23 


VerDate Nov 24 2008 


1 4:36 May 25, 201 0 Jkt 056473 PO 00000 


Frm 00458 


Fmt 6633 


Sfmt6633 S:\GPO\HEARINGS\56473.TXT SJUD1 


PsN: CMORC 



453 


will default on their mortgages. Bcrkow'itz and Hynes found support for their hypothesis that 
higher bankruptcy exemptions lead to an increase in mortgage availability. 

Lin and White (2001) extended the bankruptcy decision model discussed above to include two 
separate decisions by debtors: whether to default on an unsecured loan and whether to default on a 
mortgage."" If debtors default on an unsecured loan, then they arc assumed to file for bankruptcy. 
If debtors default on a mortgage, lenders have the right to foreclose on the house and sell it, 
regardless of whether the debtor has filed for bankruptcy. The proceeds of selling the house net of 
transactions costs arc used, first, to repay the mortgage, second to repay the second mortgage (if 
any), and, third, to give the debtor the homestead exemption. Any remaining litnds arc used to 
repay unsecured creditors. In the extended model, debtors face uncertainty concerning bolii their 
period 2 wealth and their period 2 housing value. 

There arc .several distinct cases, corresponding to different levels of period 2 housing value. In 
one case, the value of the house is so low that housing equity is more negative than the cost of 
moving, so that debtors prefer to default on their mortgages regardless of the value of their period 2 
wealth, W', . Debtors also default on their unsecured debt and Hie for bankmptcy if W, turns out to 
be low, i.e., the bankruptcy decision is the same as in the model just di.scussed. In other cases, 
housing value is higher and so debtors would prefer to repay their mortgages and keep their houses. 
But whether they can do .so depends on their realizations of period 2 wealth, M', . Thi.s is the ease 
emphasized by Berkowitz and Hynes, where debtors’ ability to repay their mortgages may be 
enhanced by filing for bankruptcy and obtaining discharge of their unsecured debt. Finally, 
housing value may be so high that debtors never default on tlicir mortgages and never file for 
bankruptcy. If (T, turns out to be too low to repay the unsecured debts, then debtors sell their 
houses and use the proceeds to repay both loans. 

Lin and White show, first, that if the traasactions cost of foreclosure is fixed, then neither the 
homestead nor the personal property exemption level affects the supply of mortgage loans. This is 
because, when debtors default on their mortgages, lenders foreclose on the house and arc repaid 
before the debtor receives the homestead exemption. So mortgage repayment is independent of 


" See Brueckner (2000) !br a model of morlgage delaiilt which is similar to ihc modci discussed above oflhc 
bankruptcy decision, 


24 


VerDate Nov 24 2008 


14:36 May 25, 2010 Jkt 056473 PO 00000 


Frm 00459 


Fmt 6633 


Sfmt 6633 S:\GPO\HEARINGS\56473.TXT SJUD1 


PsN: CMORC 


3 





454 


both exemption levels, ’ However a more realistic assumption is that the transactions cost of 
foreclosure is higher when the debtor files for bankruptcy, because filing for bankruptcy dcla>6 the 
foreclosure process.’* Then a rise in cither c.xemption reduces the supply of mortgage credit, 
because debtors’ probability of tiling for bankruptcy rises and mortgage lenders’ return falls when 
debtors file for bankruptcy. These predictions hold even if borrowers arc assumed to file for 
bankruptcy as a means of increasing their ability to repay their mortgages, as discussed above, 
finally, increases in cither the homestead or the personal property exemption are predicted to 
reduce die supply of unsecured credit. 

Since the HMDA data cover a series of years in the 1990’s, Lin and White tested their model 
both with and wathotit state fixed effects. The results without state fixed effects rely on cross-state 
variation in exemption levels. They show' that applicants for both mortgage and home 
improvement loans were significantly more likely to be turned down in states with higher 
homestead exemptions. When applicants live in states with homestead exemptions that are 
unlimited rather than in the lowest quartile of the distribution, their probability of being turned 
down for mortgage loaiu risc.s by 2 percentage points and their probability of being turned down 
for home improvement loare rises by .“i percentage points. When applicatls live in states with 
personal property exemptions of $10,000 rather than $1,000, their probability of being turned down 
for mortgage loans rises by 1 percentage point and their probability of being turned down for home 
improvement loart rises by 0.4 percentage points. All of these results arc statistically significant. 
Because the availability of mortgage loans is influenced by exemption levels, the results suggest 
that the costs of foreclosure are higher when borrowers tile for bankruptcy. 

When state llxcd effects arc introduced, the exemption variables capture only the effects of 
changes in exemption levels that occur during the period covered by the data. In this .specification, 
Lin and White again found that applicants are more likely to be turned down for mortgage and 
home improvement loans, although the mortgage loan coefficient is only significant at the 10% 
level. But the relationship.s between the personal property exemption and the probability of 
applicants being turned down fur either type of loan w'cre insignificant. Because few changes in 
exemption levels occurred in the years covered by the HMDA data, more years of data will be 

- ' This resuil assumes that mongage lenders have no claim on olher assess of the debtor, even if the proceeds of. selling 
the house arc less than the amount of the mortgage. 

Borrowers who arc bchinil on their mortgage payments and expect lenders to foreclose often file I'or bankruptcy 
under Chapter 1 3. Doing so allow s them to delay the foreclosure proceeding, although they must evcnluidly repay their 
mortgage arrears in order to avoid foreclosure. 
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needed to definitely answer the question of whether there is a relationship between credit 
availability and bankruptcy exemptions. 

The Effect of Bankruptcy on Small Business Credit. In the U.S., personal bankmpley law is the 
bankruptcy procedure applicable to small businesses as well as to consumers. Owners of 
unincorporated businesses arc legally liable tor their businesses' debts. This means that, if the 
husinc.ss fails, owners have an incentive to file for personal bankruptcy because both their business 
and personal debts will be discharged. In contrast, owners of corporations arc not Icgtily liable for 
their corporations’ debts, so that personal bankruptcy law in theory is irrelevant to small 
corporations. But in practice, lenders to small corporations often require the corporation’s owner to 
personally guarantee the loan and.'or to give the lender a second mortgage on the owner’s house. 
This muddies the corporatc/non-cotporatc distinction and makes personal bankruptcy law 
applicable to small corporations as well. About one in five personal bankruptcy filings in the U.S. 
list some business debt, suggesting the importance of bankruptcy law to small business owners (see 
Sullivan et al, 1989). 

Berkowiu and White (2003) used the National Survey of Small Business Finance to examine 
how bankniptcy exemptions alTecl small business credit. They (bund that if small businesses arc 
located in states with high rather than low homestead exemptions, they arc more likely to be turned 
down for credit and. if they receive loans, interest rates are higher and loan sizes arc smaller. For 
non-corporate firms, the probability of being credit rationed rises by 32% if firms arc located in 
states with unlimited rather than low homestead exemptions; while for corporate firms, the increase 
is 30%. Both relationships arc statistically significant. Conditional on receiving a loan, noiv 
corporate firms paid 2 percentage points more in interest and corporate firms paid 0.83 percentage 
points more if they were located in states with homestead exemptions at the 75'*' versus the 25"' 
percentiles of the distribution Both types of linns receive about $70,000 less credit if they are 
located in states with homestead exemptions at the 75"' rather than the 25"' percentiles of the 
distribution. Thus higher bankruptcy exemptions also reduce the supply of credit to small 
businesses, both non-corporatc and corporate. 


VI, The Bankruptcy Filing Decision and Bankruptcy Stigma 
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Now turn to the empirical studies of the consumer bankruptcy decision. Among the important 
issues are whether consumers’ bankruptcy decisions follow the economic versus the sociological 
model and whether bankruptcy stigma is an important factor in explaining the decision to file. As 
discussed above, the economic model of bankruptcy predicts that consumers plan in advance for 
the possibility of bankruptcy and their probability of filing depends on the linancial benelit from 
doing so. This model implies that the important factors affecting the bankruptcy decision arc 
consumers’ assets and debts and the bankruptcy exemption in their state, since these factors 
combine to determine the financial benefit from filing. The sociological model of bankntptcy 
assumes that consumers do not plan in advance tor bankruptcy and they file only when adverse 
events reduce their ability to repay. This model implies that the important determinants of the 
bankruptcy decision arc measures of households’ ability to repay, including income and whether 
adverse events such as illness, job loss, or divorce have recently occurred. An important additional 
issue is the role of social disapproval, or stigma, in the bankimptcy filing decision. Although the 
bankruptcy procedure in the U.S. is very favorable to individual debtors, they may hesitate to file if 
social disapproval is strong."' 

Several papers used aggregate bankruptcy filing data to test the relationship between 
bankaiptcy exemption levels and consumers’ probability of filing for bankruptcy. White (1987) 
used county- level aggregate data from the early I98()’s to lest this relationship and found a positive 
and significant relationship between exemption levels and county- level bankruptcy filing rates. 
Buckley and Brinig (1998) did the same typo ofstudy using aggregate data by state during tlie 
I98()’s, but did not find a significant relationship between filing rate and exemption levels. The 
Buckley- Brinig results for exemption levels are not surprising, since they included state dummy 
variables in their analysis. In this specification, the state dummy variables capture the effect of 
states’ initial exemption levels, while the exemption variables themselves capture the effect of 
changes in exemption levels. Because few states changed their exemption levels during the period, 
Buckley and Brinig found no relationship between exemption levels and the probability of filing. 


Anolber reason why consumers might avoid tiling for bankruptcy is that they may not he able to obtain credit after 
filing- However a survey by Staten ( 1 993) finds that three-quarters of debtors arc able to obtain new credit within a 
year after filing for bankruptcy, although they tend to pay high interest rates. Some lenders feel that debtors are belter 
credit risks after filing lor bankruptcy, since they cannot file again under Chapter 7 for si.x years. 
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Efforts to estimate models of the bankruptcy filing decision using household- level data were 
initially hampered by the lack of survey data on w-hether individual households have filed for 
bankaipley. In an innovative study, Domowitz and Sartain (1997) got around this limitation by 
combining two data sources: a sample of households that filed for bankruptcy under Chapter 7 in 
the early I980’s and a representative sample of U.S. houscholds--the 1983 Survey of Consumer 
Finances (SCF) that included information on households’ income and wealth. They found that 
households were more likely to file for bankruptcy if they had greater medical and credit card debt 
and less likely to file if they owned a home. Domowitz and Sartain did not examine the effect of 
financial benefit or exemptions on the bankruptcy tiling decision. 

Fay, thirst and White (2002) were the first to use micro-data to estimate a model of the 
bankruptcy filing decision--they used panel data from the Panel Study of Income Dynamics (PSID). 
In 1996, the PSID asked respondents whether they tiled for bankruptcy during the period 1984-95 
and, ifso, in which year. Using the results of the survey and other data collected each year by the 
PSID, FIIW calculated households’ financial benefit from filing for bankruptcy each year. For 
each year they also had information concerning households’ income, homeowner status, 
demographic characteristics, and whether particular adverse events had occurred during the 
previous year. FHW found that consumers are significantly more likely to file for bankruptcy as 
their financial benefit from filing increases: if financial benefit increased by .SI, 000 for all 
households, then the results imply that the national bankruptcy filing rate will increase by 7 percent 
each year. Thus the evidence sipports the hypothesis that consumers treat tiling for bankruptcy as 
an economic decision. FFIW also found that ability to pay affects the bankmptcy decision, since 
households with higher income were found to be significantly less likely to file. However FHW 
were not able to cleanly test the economic versus the sociological models of bankruptcy against 
each other. This is bccamse financial benefit is measured with error, since the PSID does not collect 
data on wealth every year and, as a result, measured financial benefit is correlated with income. 

This means that FHW’s finding that income is significantly related to the probability of filing for 
bankruptcy could support cither the .sociological model (because income itself affects the 
bankmptcy decision) or the economic model (because financial benefit affects the bankmptcy 
decision and income is correlated with measured financial benefit). Finally, FHW also examined 
whether recent adverse events affected the bankruptcy decision by including measures of whether 
the household head or spouse experienced job loss or a serious illness during the previous year or 
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whether divorce occurred during the previous year. They found that all three variables were 
positively related to the probability of filing for bankruptcy, but the job loss and illness variables 
were insignificant and the divorce variable was only marginally significant. Thus the results 
provide little support for the sociological model of bankruptcy. 

Now turn to the role of bankruptcy stigma in the deeision to file for bankruptcy. Gross and 
Souleles (2002) used a dataset of credit card accounts from 1995 to 1997 to model the decision to 
default on credit card loans and to file for bankruptcy They controlled for variables such as the 
cardholder’s riskiness and the length of time since the account was opened. They treat the residual 
of their model as a measure of the effect of bankruptcy stigma. Gross and Souleles found that, over 
the two year period of their data, the probability of filing for bankruptcy rose by I percentage point 
and the probability of default rose by 3 percentage points, holding everything else constant. The 
authors intcipret their results as evidence that bankruptcy stigma fell during their time period. 

Fay, Hurst and White (2002) used a more direct approach to measuring bankruptcy stigma — 
they used the aggregate bankruptcy filing rate in the local region during the previous year as an 
inverse proxy for the level ofbankruptcy stigma. Surveys of bankruptcy filers show that they 
usually learn about bankniptcy from friends and relatives. Filers learn that the bankruptcy process 
is quick and easy, which reduces their fear of filing. They also leant that friends and relatives view 
bankruptcy in a favorable rather than a judgmental light, i.c.. the level of bankmptcy stigma is 
lower than they thought, FHW hypothesized that in a region with more bankruptcy tilings, people 
arc more likely to loam first-hand about bankruptcy, which reduces their perception of the level of 
bankruptcy stigma and makes them more likely to file. They tested this by including in their 
bankruptcy filing model the aggregate bankruptcy filing rale in the household’s bankruptcy court 
district during the previous year. They found that in districts with higher aggregate filing rates 
(lower bankruptcy stigma), the probability of filing for bankruptcy was significantly higher. 


VH. Bankruptcy and The Decision to Become an Entrepreneur 

Fan and White (2003) examined whether debtors who live in states with higher bankruptcy 
e.xcmptions are more likely to own businesses, using panel data from the Survey of Income and 
Program Participation. They focused on the effect of the homestead exemption, since it is the 
largest and most variable of the bankruptcy exemptions, and they distinguished between the effects 
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of the homestead exemption on the behavior of homeowners versus renters, since only the former 
can take the homestead exemption. Fan and White found that homeowners are 35% more likely to 
own businesses if they live in slates with high or unlimited rather than low homestead exemptions: 
while the difference for renters was 29%. Both differences arc statistically significant. (The fact 
that exemptions have a large effect on renters’ probability of owning businesses may be due to the 
fact that most renters expect to become homeowners by the time they face the prospect of 
bankruptcy.) Fan and While also examined the effect of bankruptcy exemptions on decisions to 
start and end businesses, where starting a business is measured by not owning a business in one 
year and owning one in the next, while ending a business is the opposite. They found that 
homeowners are 28% more likely to .start businesses if they live in slates with unlimited rather than 
low homestead exemptions, although the relationship is only marginally significant. But they did 
not find a significant relationship ending a business and the exemption level. 

VIII. Bankruptcy and Work Effort 

As discussed above, policymakers justify the ‘Tresh start” in bankruptcy (the 100% exemption 
for post-bankruptcy earnings) on the grounds that debtors work harder after bankruptcy if they arc 
not required to use part of ihcir earnings to repay old debt. But the model discussed above implies 
that the fresh start in fact has an ambiguous effect on post-bankruptcy labor supply. Outside of 
bankruptcy, creditors may garnish part of debtors' wages if debtors default. Then if debtors file for 
bankruptcy, garnishment ends and debtors keep all of their post-bankruptcy earnings. The 
substitution cfFcct of keeping all their cannings implies that debtors will work more after 
bankruptcy. But discharge of debt in bankruptcy also increases debtors’ wealth and the income 
effect implies that they will work less after bankruptcy. Overall, bankaiptcy could therefore be 
associated with either an increase or a decrease in work effort. 

Han and Li (2004) used the PSID’s special bankmplcy survey to test whether consumers work 
more or less after bankruptcy. They found that filing for bankaiptcy is associated with a large— 
17%--rcduction in the number of hours worked by the household head, but the relationship was not 
statistically significant. Their results suggest that the income effect of debt discharge in bankruptcy 
is quantitatively more important than the substitution effect of ending debtor’s obligation to repay. 
These results, although tentative, suggest support for reforms that would reduce the exemption for 
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post-bankruptcy earnings to less than 100%, since these refoniis are more likely to be economically 
efficient if labor supply falls when debtors file for bankruptcy. 


IX. Bankruptcy and Consumption Insurance 

The model discussed above emphasized the insurance role of bankruptcy and the fact that 
higher exemption levels arc associated with additional insurance. Grant (2003) tested this 
hypothesis, using data from the U.S. Consumer Expenditure Survey. This dataset gives micro- level 
information for a rotating panel of households, each of which is interviewed quarterly over a one- 
year period. To measure the insurance effect of bankruptcy. Grant computed the average variance 
of household consumption for each state- year covered by the dataset. Then he regressed the change 
in the variance of consumption from one year to the next on the bankruptcy exemption level, 
control variables, and state fixed effects. The data have the advantage of covering a 20-ycar period, 
so that the number of changes in bankruptcy exemption levels is maximized. In this formulation, 
the hypothesis is that the coefficient of the exemption variable will have a negative sign, which 
implies that higher exemptions arc a.ssocialcd with lower consumption variance/highcr 
consumption insurance. Grant found that both the exemption variable and a dummy variable for 
states with unlimited homestead exemptions have the predicted negative signs and the results were 
statistically significant. Thus the empirical results provide support at a macro level for the 
hypothesis that higher bankruptcy exemptions arc associated with an increase in the level of 
consumers’ certainty concerning their future consumption.’*’ 

X. Bankruptcy and Portfolio Reallocation 

Because unsecured debts arc discharged in Chapter 7 bankruptcy but some assets are exempt, 
debtors who contemplate tiling for bankruptcy have an incentive to borrow — even at high interest 
rates — in order to acquire liquid assets. This is because the liquid assets will be exempt in 
bankruptcy, while the debts will be discharged. This behavior is referred to as “boiTowing to save.” 
The higher the bankruptcy exemption level in the debtor’s state, the stronger is debtors’ incentive to 


Grant (2003) and Lehncri and Maki (2002) have also examined the relationship between bankruptcy and 
Cf)nsumption .smoothing. 
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borrow to save. (Similar types of behavior were discussed in section IV above in connection with 
the proportion of households that would benefit from filing for bankruptcy.) 

Lchncrt and Maki (2002) examined whether households arc more likely to borrow to save if 
they live in states W'ith higher bankruptcy e.xemptions. Their definition of borrowing to save is that 
a household simultaneously holds unsecured debt and liquid assets above a threshold level and also 
holds liquid assets greater than 3% of gross income. The threshold value was S2()00 for renters and 
$5000 for homeowners. Lehnert and Maki tested their model using household- level panel data 
from the Consumer Expenditure Survey. The results were that homeowners were I to 4 percent 
more likely to borrow to save if they lived in states with bankniptcy exemptions that were above 
the lowest quartile of the exemption distribution. Renters were less likely to borrow to save and the 
relationship was less likely to be statistically significant. 


XI. Conclusion 

The results of the studios surveyed in this paper suggest that bankruptcy has important and wide- 
ranging effects on both credit markets and on other aspects of consumer behavior. On the credit 
market .side, generous bankruptcy exemptions increase consumers’ demand for credit by prov iding 
partial consumption insurance, but cause lenders to reduce the supply of credit by increasing the 
probability of default. In states with higher bankruptcy exemptions, consumers arc turned down for 
credit more often and pay higher interest rates. If they have high assets, they hold more credit in 
high-exemption states; while if they have low assets, they hold less credit in high-exomption states. 
Small businesses are also more likely to be turned down for credit, pay higher interest rates, and 
hold less credit if they are located in high exemption stales. These results apply to both norv 
corporate or corporate small bu.sines,scs. Overall, the bankaiptcy system causes credit to be 
redistributed from high exemption to low exemption states and from low asset to high asset 
borrowers. High bankruptcy exemptions also have other effects on consumer behavior — they eau.se 
debtors to behave more opportunistically, reallocate their portfolios toward more unsecured debt 
and more liquid assets, file for bankruptcy more often, work fewer hours after filing for bankruptcy, 
and become self-employed more often. But higher bankruptcy exemptions benefit consumers by 
reducing the variance of consumption, i.c., they provide partial consumption insurance. 
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Figure I: The Insurance Effect of Bankruptcy 
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Table 1: 

Non-business and Business Bankruptcies 
1980-present 


Year 

Number of iiotv business 
bankruptcy filings 

Number of business 
bankruptcy filings 

1 980 

241,431 

36,449 

1 985 

297,885 

66,65 1 

1990 

660,796 

64,688 

]995 

806,816 

51,878 

2000 

1,240,012 

35,472 

2002 

1,5,39,1 1 1 

38,540 

2003 

1 ,625,208 

35,037 


Source: Siatistica! Ahsfraci of the United States, 2002, tabic 724, and 1 988, table 837, and data 
from Administrative Office of the U.S. Courts. 
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Table 2: 

Personal Bankruptcy Exemptions in the U.S., 2001 


Homestead Exemptions 

State 

0 - S7,500 

Alabama, Delaware, District of Columbia, Georgia, Kentucky. 
Illinois, Indiana, Maine, Maryland, Michigan, New Jersey, Ohio, 
Pennsylvania, South Carolina. Tennessee, Virginia 

S8,000 - S3(),000 

Colorado, Hawaii, Louisiana, Mis.soivri, Nebraska, 

New Hampshire, New Mexico, New York, Nebraska, North 

C arolina. Oregon, Utah, West Virginia, Wyoming, Federal 
exemption 

S40,000- SI 00,000 

Arizona, California, C'onnecticut, Idaho, Massachusetts, 

Mississippi, Montana, North Dakota, Rhode Island, Vennont, 
Washington, Wisconsin 

>S 1 00,000 -S250, 000 

Alaska, Minnesota. Nevada 

U nl united 

Arkansas, Florida, Iowa, Kansas, Oklahoma, South Dakota, Texas 

Personal Propertx' Exemptions 

Stale 

S2,000 - S4,500 

Alabama, Florida, Indiana 

S5.00() - ,S8,700 

Delaware. Illinois, Louisiana. Maryland, Massachusetts, Missouri, 
Nebraska. North Carolina, North Dakota. Ohio. South Dakota, 
Tennessee, Utah, Wyoming 

>=SI0,000 

Alaska. Arizona, Arkansas, California, Colorado, Connecticut, 
District of Columbia. Georgia. Hawaii, Idaho, Iowa, Kansas, 
Kentucky, Maine, Michigan, Minnesota, Mississippi, Montana, 
Nevada, New Hampshire. New .ler.sey, New Mexico, New York, 
North Dakota. Oklahoma, Oregon, Pennsylvania, Rhode island. 
South (Jarolina, Texas, Vcmiont, Virginia. Washington, Wc.st 
Virginia, VVisconsin. Federal cxetnpiicm 

States that allow bankrupts to 
use either the state or 
the Federal exemptions 

State 


Arkansas, Connecticut, District of Columbia. Hawaii, Massachusetts, 
Michigan, Minnesota, New Hampshire, Now Jersey, New Mexico. 
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Pennsylvania, Rhode island, Texas, Vennont, Washington. 
Wisconsin 


Notes: The exemptions given arc for single filers. Some states allow married couples to 
double the homestead exemption and some the elderly or disabled to take higher exemptions. 

States usually have a number of different personal property exemptions for items such as clothing, 
equity in cars, furniture, jewelry', tools of the trade, burial plots, or damage awards. These may be 
specified cither as maximum dollar values or as blanket exemptions for the particular type of 
property. Some states also have a dollar-dcnorninatcd “whldcard” exemption that applies to any 
type of property. The personal property exemptions listed in table 1 arc the sum of all personal 
property exemptions for which a maximum dollar value is given. In addition to these exemptions, 
some states have exemptions for retirement accounts and life insurance policies. Source: Author’s 
calculations from data in Elias et al (2001). 
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